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MESSAGE FROM THE PATRON

At the outset, I would like to congratulate the whole student body of
the Centre for Business and Commercial Laws (CBCL) and the
Chairperson of CBCL, Prof. (Dr.) Ghayur Alam for the successful
completion of the fifth volume of the NLIU Journal of Business Laws.
Achieving this milestone would not have been possible without the
dedication and determination shown by all the students who have been
a part of CBCL during these five years and have contributed to the
growth of this Journal to the best of their best capacities. Over the past
five years, this Journal has established itself as a leading publication in
business laws, reflecting CBCL’s deep commitment to research in the

field of business and commercial laws.

The Journal was established to invite and publish scholarly articles that
advance the extensive body of knowledge in business and commercial
laws, aligning with CBCL’s dedication to rigorous research. With five
volumes published now, CBCL has significantly enriched the existing
literature, benefiting both scholars and practitioners in the field. The
involvement of esteemed experts in the review process ensures that the
Journal not only contributes to current scholarship but also refines and
enhances the discipline of commercial law. Thus, the NLIU Journal of
Business Laws represents a notable academic contribution to the legal

community in India and internationally.
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In this edition of the Journal, I am pleased to observe a range of
scholarly contributions that thoughtfully address pressing issues in
corporate and commercial law. The evolving need to regulate the digital
economy, particularly in the realms of fintech and digital competition,
is thoughtfully examined. This edition offers a compelling exploration,
ranging from the implications of moratoriums during personal
insolvency resolution to the effectiveness of the RBI’s NBFC P2P
Guidelines. It provides a diverse and insightful perspective on these

pivotal topics, making it an essential read for those engaged in the field.

Engaging in rigorous legal research is fundamental to the growth of any
law school, and the publication of such work is essential for fostering
a research-oriented mindset among law students. Through this Journal,
students are provided with a valuable opportunity to delve deeply into
pressing legal issues, develop their analytical skills, and contribute
meaningfully to the broader legal discourse. I extend my profound
appreciation for the dedication and meticulous effort of the CBCL team
in producing this commendable journal and congratulate Prof. (Dr.)
Ghayur Alam for his indispensable guidance and support. I am
confident that the students involved in this publication will continue to
excel and make meaningful contributions to the field of commercial
law, following in the footsteps of NLIU alumni who have consistently
distinguished themselves through their expertise and commitment to

legal excellence.

X1
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I am confident that this journal will earn repute and recognition from

the legal fraternity and continue to flourish in the years to come.

PROF. (DR.) SURYA PRAKASH

VICE CHANCELLOR

NATIONAL LAW INSTITUTE UNIVERSITY, BHOPAL
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FROM THE DESK OF EDITOR-IN-CHIEF

The National Law Institute University, Bhopal (NLIU) has been
focussing on cutting-edge areas of research for more than two decades.
NLIU encourages researchers to make new and useful contribution to
the development socially relevant knowledge through research papers,
articles, essays, notes, case comments, and book review. In a society
governed more by the market than the State, this branch of law relating
to the market is closely and directly related to both — individuals and
the society. NLIU has been offering compulsory and elective courses
relating to various branches of law relating to business and has also
been doing quality research in this area. Hence, we launched a journal
specifically dedicated to this branch of law. Centre for Business and
Commercial Laws (CBCL) at NLIU took this initiative and has been
successful in publishing four volumes of NLIU Journal of Business
Laws (NLIU-JBL) in the previous years. This is the fifth volume of
NLIU-JBL.

For this volume we received one hundred and fifty-nine submissions.
After rigorous and blind review process we could select only 9 (nine)
manuscripts (around 0.6% of submissions) for publication in this
volume. We are thankful to all contributors irrespective of the fact that
their manuscripts are included or not in this volume. Our sincere

apologies to those whose submissions could not be included in this

XIII
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volume for not only in the past but also in the present several
pathbreaking works were/are not published in the first attempt. But
later some of them not only got published but also became influential
and intellectually stimulating. The possibility of such a non-inclusion

cannot be ruled out here as well.
Following provides a brief summary of articles included in this volume.

In Tackling Big Tech in India: Comparative Approaches to the
Regulation of Competition, Minhas Joshi and Simone Fernandes
highlight the emerging global trend of implementing ex-ante laws to
regulate competition in the digital market. The paper compares the
frameworks in various mature competition jurisdictions and examines
the potential impact of similar regulations in India, particularly in light
of the current approach of the Competition Commission of India

towards Big Tech companies and the need for proactive regulation.

In A Case for Adoption of the Legitimate Commercial Interest Test in
India in Light of the Cavendish Rule, Abhyudaya Singh advocates for
adopting a refined legitimate commercial interest test in India, drawing
on the Cavendish judgment’s shift from the principle established in
Dunlop Pneumatic Tyre and its subsequent development in

Commonwealth countries.

In Negligence vs Collision: Auditors’ Liability in India through a
Wealth Maximization Lens, Krishna Natesan analyses the complexities
of an auditor’s liability under Section 140(5) of the Companies Act

2013, particularly in context of reversal of N. Sampath Ganesh, a

X1V
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judgment of Bombay High Court by the Supreme Court in Union of
India v Deloitte Haskins and Sells.

In Strengthening the RBI NBFC-P2P Guidelines: Evolving a Model of
Development for P2P Lending Firms, Shivi Agarwal and Tarpan Soni
critically assess the market practices of NBFC-P2P platforms that fall
outside the scope of the RBI’s 2017 guidelines. The authors suggest
amendments in the guidelines and advocate for the inclusion of a

mandatory winding-down plan for these firms.

In Moratorium During Personal Insolvency Resolution Process Under
IBC: Deciphering Its Ramifications on Other Proceedings, Priyanshu
Mukesh Shrivastava critiques the ambiguity in personal insolvency
moratorium provisions under the IBC, putting forth an alternative
interpretation aligned with legislative intent and practical application,

and highlights its implications on creditor remedies.

In Regulating Competition in India’s Digital Markets: A Targeted
Framework for Fair Practices, Ridhi Gupta highlights the distinct
features of digital markets and the complexities of regulating
competition within them. She advocates for reforms in the Indian
regulatory framework, drawing insights from the Report of the
Standing Committee on Finance and the regulatory strategies employed

by foreign jurisdictions, including China and the EU.

In Reflections on the SARFAESI Act: Navigating Its Two-Decade
Journey Through the Celir Route, Habiba Sheikh and Huzaifa Shaikh
discuss the challenges faced by borrowers under the SARFAESI Act.

XV
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They analyse the difference between financial institutions and
borrowers, and the hardships faced by the latter in navigating the
recovery process. They also examine the effectiveness of the Celir
Route in providing relief to borrowers and the need for a more balanced

approach in the enforcement of the Act.

In Analyzing Committee Recommendations: Introduction of Variable
Capital Companies in the International Financial Services Centre,
Ayush Gaur and Tarun Mishra critically examine the proposal to
introduce Variable Capital Companies in the International Financial
Services Centre. The authors, while highlighting the benefits of
introduction of VCCs to the IFSC, delve into the current legislative and
regulatory gaps and conclude by suggesting amendments to it. The
authors have also advocated for a clear and complete regulatory

framework for VCCs in the IFSC.

In Retail Investor Participation in AIF Markets: A Proposal for
Liquidity and Inclusive Growth, Mukund Arora and Ananya Shetty
analyse the growing importance of Alternative Investment Funds in
Indian financial landscape, highlighting their potential for retail
investors. The article argues for a gradual shift towards retailization,
emphasizing the need for regulatory adjustments, increased financial

awareness, and innovative solutions like tokenization of AIF units.

We express our thanks and gratitude to Hon’ble Shri Justice Suresh
Kumar Kait, the Chief Justice of Madhya Pradesh High Court — our
Chancellor and Patron-in-Chief of this Journal for his encouragement

and guidance. We are grateful to Prof. (Dr.) S. Surya Prakash, our Vice-

XVI
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Chancellor and Patron of this Journal for his support and inspiration.
We appreciate the Board of Advisors for dedicating their time and the

contributors whose efforts have made this Volume possible.

The dedication and unrelenting hard work of the members of the Peer
Review Board and the student body of CBCL is hereby placed on
record with thanks. Members of CBCL deserve a special mention for
tirelessly sifting through the overwhelming number of submissions and
selecting a few for editing. Without the dedicated team of students, we
would not have been able to present before you the fifth volume of the
NLIU Journal of Business Laws. Our sincere thanks and best wishes to

CBCL Team.

We eagerly welcome all suggestions, comments, and constructive

feedback.

GHAYUR ALAM

EDITOR-IN-CHIEF
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TACKLING BIG TECH IN INDIA: COMPARATIVE
APPROACHES TO THE REGULATION OF
COMPETITION

Minhas Joshi and Simone Fernandes *

ABSTRACT

The rapid evolution of the digital marketplace raises
significant challenges for competition regulators,
particularly in India, where existing frameworks may
be inadequate to address the complexities posed by
dominant players. Recently, the European Union
(“EU”) implemented the Digital Markets Act, 2022
which governs competition among the most dominant
and largest technological companies (“Big Tech”).
Alongside the EU, the United Kingdom (“UK”),
Germany, Australia and Japan are making strides
towards their own respective laws. This paper
analyses the various regimes being followed in the
above-mentioned mature competition jurisdictions
and analyses the effects of the implementation of a
similar regime in India. Some of these jurisdictions
are in the process of laying down ex-ante frameworks
and to that end, relevant committee reports and
recent developments have been thoroughly analysed.
The paper also delves into the adequacy of the
existing competition regimes to tackle the dominance
of Big Techs in India as well as the landmark cases

* The authors are Final-Year students at NMIMS Kirit P. Mehta School of Law,
Mumbai.
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decided by the Competition Commission of India
(“CCI”). The cases dealt with by the CCI have been
sub-divided into cases against e-commerce platforms
and cases against smartphone companies as these
two digital markets have high visibility in India, a
significant impact on the consumers, and have
regularly been scrutinised by the CCI. The paper has
noted a trend wherein the CCI has chosen not to
penalise or delve further into cases against e-
commerce giants meanwhile it has heavily penalised
smartphone manufacturers.  Lastly, the paper
analyses the need for ex-ante regulation in India as
well as the Report of the Indian Parliamentary
Standing Committee of Finance on the matter.

Keywords: Digital Economy, Ex-Ante Legislation,
Competition Law, Big Tech, Market Dominance,
Competition Commission of India, Regulatory
Framework, Consumer Protection, Digital Markets
Act, Monopolistic Practices.

I. INTRODUCTION

Technology plays an integral role in our daily lives. We have cultivated
a symbiotic relationship with artificial intelligence facilities like
ChatGpt, Alexa, Siri, Google Bard among others. From planning a trip
to booking a stay, algorithms are predicting customer demand and
structuring  prices accordingly; thereby minimizing human
involvement in the whole process. Furthermore, the Government of
India (“GOTI”) is actively promoting their flagship program i.e. Digital
Economy (“DE”), which aims at establishing a web of connectivity
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among every citizen through a network of data.! As a result, the share
of India’s Digital Economy has led to a surge in GDP from 4.5% in
2014 to 11% in 2023 and GOl is estimating an increase in the share of
DE up to 20% of the GDP in 2026.? This growth has been seen due to
the active involvement of Big Tech companies like Microsoft, Apple,
Amazon, Meta etc. in the Indian DE sphere.® These companies assume
the dual role of an intermediary as well as a service provider and prima
facie appear to be dominant in their respective domains like social
media, e-commerce etc.

However, growth in the Indian Digital Economy comes with its own
trials such as an increased risk of market distortion by companies
discussing prices and agreeing to adopt specific pricing algorithms in
order to coordinate price changes,* monopolistic practices such as
Google’s recent decision to delist start-ups from the Playstore for non-
compliance with its rules® and privacy violations. Control in the hands

'Rajatkumar Dani, ‘Digital India is a global success story’ (The Times of India, 24
September 2022) <https://timesofindia.indiatimes.com/blogs/thedanispost/digital-
india-is-a-global-success-story/> accessed 15 January 2024.

2 The Hindu, ‘India’s digital economy will contribute 20% to GDP in 2026: Rajeev
Chandrasekhar’ (The Hindu, 17 August 2023)
<https://www.thehindu.com/news/national/karnataka/indias-digital-economy-will-
contribute-20-to-gdp-in-2026-rajeev-chandrasekhar/article67205254.ece> accessed
15 January 2024.

3 Madhumitha Sridharan, ‘Regulating the Digital Sphere: India’s Approach to Ex
Ante Measures and Competition Law’ (Surana and Surana, 20 October 2023)
<https://suranaandsurana.com/2023/10/20/regulating-the-digital-sphere-indias-
approach-to-ex-ante-measures-and-competition-law/> accessed 15 January 2024
(hereinafter “Madhumitha”).

4 Inge Graef, ‘Algorithmic price fixing under EU competition law: how to crack robot
cartels?’ (CITip Blog, 10 May 2016)
<https://www.law.kuleuven.be/citip/blog/algorithmic-price-fixing-under-
eucompetition-law-how-to-crack-robot-cartels/> accessed 15 January 2024.

5 ‘Digital markets law needed to curb monopolistic excesses’ (The Hindu Business
Line) <https://www.thehindubusinessline.com/opinion/editorial/digital-markets-
law-needed-to-curb-monopolistic-excesses/article67916872.ece.> (hereinafter
“Hindu Business Line”).
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of Big Tech companies also raises concerns regarding possible adverse
economic outcomes arising from the concentrated structure of the DE.®
Further, these Big Tech companies create an ecosystem where it is
tough for users to change to substitutes, which often leads to
diminished innovation and less competition.’ This concern can be
exemplified by the legal action taken by both the US Department of
Justice as well as the CCI against Google for misusing its dominant
position in the search engine and advertisement market, harming both
customers and the competition.® The need for a water-tight legislation
was further highlighted when the Indian Parliamentary Standing
Committee of Finance (“Committee””) had scrutinized the anti-
competitive practices of Big Techs.® Hence, these initial concerns have
highlighted the need for an effective law for regulating the digital
marketplace.

II. THE NEED FOR AN EX- ANTE LEGISLATION

One of the most intricate challenges that competition regulators face
worldwide is regulating digital markets, especially the interface
between digital and traditional markets. The CCI through various
orders has emphasized the differences between a digital and a
traditional market highlighting the reliance of digital markets on
personal data and the quick transferability of this data from one
platform to another. Unlike traditional markets where transactions are

8 OECD Competition Committee, ‘Ex ante regulation of digital markets’ OECD
(2021) <https://web-archive.oecd.org/2021-12-01/616997-ex-ante-regulation-and-
competition-in-digital-markets-2021.pdf> accessed 15 January 2024.

7 ibid.

8 Brent Kendall, ‘Justice Department Hits Google with Antitrust Lawsuit’ (The Wall
Street Journal, 20 October 2020) <https://www.ws]j.com/articles/justice-department-
to-file-long-awaited-antitrust-suit-against-google-11603195203>  accessed 15
January 2024 (hereinafter “The Wall Street Journal™)

9 Report of Standing Committee of Finance on Anti- Competitive Practices by The
Big Techs Companies (22 December 2022).
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typically measured in price and money exchanged, these standard units
are seldom observed in the digital market. Pricing structures alone do
not determine demand. Instead, various network effects play a crucial
role in determining and promoting market concentration. Furthermore,
competition laws have also been developed based on the practices of
the traditional markets.® Hence, on a global scale the competition has
been facing issues in defining the market in a DE since the scope of the
digital network is expansive as well as while differentiating between
abuse of dominance and the exemption provided due to Intellectual
Property Rights (“IPR”) holders. An ex-ante legislation can help in
identifying such issues in advance and providing a solution for them,
thereby exerting influence on the behaviour of stakeholders through
premeditated regulatory intervention. ' Moreover, an ex-ante
legislation can ensure fairness of equal competition which can deal
with concerns regarding market power and abuse of dominance by the
platforms.*? Further it can help in improving contestability, which can
promote effective competition in the market. In addition to fairness and
contestability, it can also foster innovation and transparency.
Transparency measures can facilitate improvements in data sharing and
access with an aim to address the information imbalance between
platforms and users.®

To regulate the dynamic digital market, the EU was the first to
introduce the Digital Market Act, 2022 (“DMA”). The DMA provides
for rights and rules for larger online platforms such as Alphabet,
Amazon, Apple, ByteDance, Meta, and Microsoft known as

10 Madhumita.
11 Badri Narayan, ‘Economic Costs of Ex ante Regulations’ ECIPE (October 2020)
<https://ecipe.org/publications/ex-ante/> accessed 15 January 2024,

12 Hindu Business Line.
13 ibid.
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gatekeepers, ensuring an equal playing field in the digital market.'* Its
objective is to prevent abuse of the dominant position by the
gatekeepers. It also regulates service providers such as social
networking sites, search engines, and online market places. The DMA
serves as a primer on how an ex-ante legislation may regulate the
digital market.

In India, CCI has taken some steps against Big Tech companies by
initiating investigations and imposing fines for violation of the
Competition Act, 2002 (“the Act”).!® The same has been elaborated
upon in the following section.

II.CCI AND THE DIGITAL MARKET

The CCI on many occasions has assessed the role of Big Tech and
pronounced orders governing digital markets in India. The cases can be
divided into two categories, firstly the cases against digital e-commerce
platforms like Flipkart, Amazon et cetra and secondly, against smart
phone related service providers like Google. The subsequent
paragraphs delve into the types of allegations against Big Techs and the
position taken by the CCI.

A. CASES AGAINST E-COMMERCE PLATFORMS

In the case of Mohit Manglani v. M/s Flipkart India Private Limited,*®
Mohit Manglani, the informant filed a case against Flipkart, Jasper
Infotech, Snapdeal, Amazon, and other ecommerce entities under
section 19(1)(a) of the Act.!” The allegations against the respondents

14 Maria Luisa Chiarella, ‘Digital Markets Act (DMA) and Digital Services Act
(DSA): New Rules for the EU Digital Environment’ (2023) 9 AJL 33.

15 The Competition Act, 2002 (12 of 2003) (hereinafter “The Competition Act”).

16 Mohit Manglani v M/s Flipkart India Private Limited (2015) SCC OnLine CCI 66
(hereinafter “Flipkart Case”).

1" Hindu Business Line.
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were that the e-commerce entities and sellers of the goods and services
entered into an exclusive agreement which violated section 3 of the
Act.®® It was also alleged that goods were hoarded to create an artificial
scarcity with an intent to create a hype for the product. It was further
alleged that these e-commerce entities violated section 4%° of the Act as
they abused their dominant position.

The informant substantiated his claim by referring to an agreement
between Flipkart and Rupa Publications, whereby Flipkart was the
exclusive seller of the Chetan Bhagat’s book ‘Half Girlfriend’. The
informant further proposed that such an arrangement meant that
Flipkart will have the sole monopoly on the sales of the book. The
informant also alleged that each of these respondents have 100%
market share for the product in which it is exclusively dealing and
therefore, leads to dominance. Hence, the Informant alleged that such
an exclusive agreement will have an ‘Appreciable Adverse Effect on
Competition” (“AAEC”).?° Whereas, the respondents denied these
allegations by contending that offline and online should not be
considered as separate relevant markets since the online sales were only
1% of the total sale in India. Further, they contended that the exclusive
agreement was only for online sales and thus it did not have an AAEC.
The CCI in this case concluded that the respondents are not dominant
and such vertical exclusive agreements do not amount to AAEC.

In 2018, in the case of A/l India Online Vendors Association v. Flipkart
India Private Limited,? there were allegations that Flipkart India sold
products to WS Retail Services Private Limited (a company owned by

18 The Competition Act, s 3.

1% The Competition Act, s 4.

20 The Competition Act, s 3.

2L All India Online Vendors Association v Flipkart India Private Limited (2018) SCC
OnLine CCI 97.
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Flipkart Internet Private Limited) at reduced prices. These products
were then sold by Flipkart Internet on its online platform, Flipkart. It
was argued that Flipkart gave preferential treatment to certain sellers.
It was further argued that these practices acted as a barrier in the
relevant market for the third parties. Meanwhile, respondents contented
that Flipkart operated in two different markets with different end-
consumers as Wholesalers, such as Flipkart India, primarily supply
products to resellers, who then sell these products to consumers. As a
result, even though all products sold by Flipkart India might eventually
reach the Business to Consumer market (“B2C”), Flipkart India itself
does not participate in the B2C market due to restrictions on B2C sales
under the foreign direct investment regulations. Hence it was urged that
two different markets should be defined in relation to Flipkart India and
Flipkart Internet Service.

The CCI in this case defined the relevant market as ‘services provided
by online marketplace platforms for selling goods in India’. It
concluded that Flipkart with only a 40% market share, was not
dominant. Hence, it was not found in violation of section 4 of the Act.?
Moreover, CCI noted that e-commerce market in India is at a growing
stage and there should be no intervention as it may decelerate

innovation.?3

Similar to the aforementioned case, in the matter of Delhi Vyapar
Mahasangh v. Flipkart & Amazon,?* Delhi Vyapar Magasangh filed a
case against Flipkart and Amazon. The complaint was similar to the
All-India Online Vendors Association® and Mohit Manglani?® cases.

22 The Competition Act, s 4.

23 The Competition Act.

% Delhi Vyapar Mahasangh v Flipkart and Amazon (2020) SCC OnLine CCI 3.
% The Competition Act.

% Flipkart Case.
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The allegation made by Vyapar Mahasangh was that exclusive vertical
agreements result in deep discounting, preferential listing of preferred
seller, identification like ‘Assured Seller’. The CCI in this case held
that the Act has no provision which provides for collective or joint
dominance. Hence, CCI did not investigate further for any anti-
competitive behavior by Amazon or Flipkart. Moreover, it held that
preferred sellers work as an extension of the e-commerce market as
they are connected to Amazon and Flipkart through common investors,
directors, shareholders etc.?’

In Lifestyle Equities & Co. v. Amazon Seller Services Private Limited,?
the informant, namely, Lifestyle Equities owns Beverly Hills Polo Club
and filed a case against Amazon contending preferential listing, deep
discounting, counterfeits of product, restraint of trade and entry barriers.
The informant claimed that Amazon misused its dominance position in
the ‘online fashion retail in India’ market. However, Lifestyle sold no
products on Amazon but it contented that the counterfeit products of
Beverly Hills Polo Club are sold on Amazon at low prices which has
resulted in diversion of customers. The informant further alleged that
the counterfeit products are sold by Cloudtail India Private Limited (a
preferred seller on Amazon and an affiliate and/or group entity of the
same) and preferential treatment is given by Amazon to Cloudtail.

The relevant market in this case was delineated as the ‘market for
services provided by online platforms for selling fashion merchandise
in India’. The CCI held that such products are sold both at vertical
(Myntra) and horizontal platforms (Amazon). The CCI on the basis of
market research held that Amazon was not a dominant player in the
delincated market. Moreover, CCI further stated that the matter of

27 The Competition Act.
B [ifestyle Equities and Co. v Amazon Seller Services Private Limited (2020) SCC
OnLine CCI 33.
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counterfeiting is not under the scope of CCI’s power since Amazon was
not in a dominant position.

In 2021, a suo-motu investigation was initiated by CCI in response to
the Reuters report.?® An investigation was launched by CCI to
determine if Amazon is engaged in producing counterfeit goods and
manipulating search results to favor its own products in India. Amazon
was asked to submit relevant documents and provide a response.
Amazon Seller Service in response to the investigation contended that
Amazon cannot be held liable for knockoffs because private label
products are manufactured by third parties and that no preferential
treatment is given to these third parties. Based on Amazon’s response,
CCI decided not to investigate further.*

Hence, through the cases enumerated above it can be inferred that the
e-commerce market has attracted a vast number of cases because of
consumers®! and retailers.®? However, CCI has frequently chosen not
to intervene in the e-commerce market as it does not want to hamper
innovation in the market as the CCI’s role can significantly influence
the growth trajectory of a market or industry based on its policy
decisions. Despite being relatively new, the CCI appears to align with
global best practices by prioritizing innovation and avoiding premature
regulation in emerging innovation-driven markets, thus fostering space
for innovations in India. CCI also conducted a study on e-commerce in

2 Aditya Kalra and Steve Stecklow, ‘Special Report: Amazon copied products and
rigged search results to promote its own brands, documents show’ (Reuters, 13
October 2021) <https://www.reuters.com/investigates/special-report/amazon-india-
rigging/> accessed 15 January 2024.

30 ¢CCI decides not to pursue case related to Amazon Seller Services’ (LiveMint, 11
March  2022)  <https://www.livemint.com/companies/news/cci-decides-not-to-
pursue-case-related-to-amazon-seller-services-11647006027762.html> accessed 15
January 2024.

31 Flipkart Case.

32 The Competition Act.
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2020 which was a positive step as it identified current practices and
provided insights into behaviours that could harm competition 33,
Conducting such studies regularly is essential to adapt to the fast-
changing digital markets and establishing a detailed guidelines based
on these studies would offer clear expectations to market participants,
enhancing predictability for smaller players and serving as a warning
to larger entities regarding potentially anticompetitive practices. This
approach also promotes fairness, empower smaller businesses, and
discourage harmful behaviours in the marketplace.

B. CASES AGAINST SMART PHONES SERVICE PROVIDERS

As elucidated above, while e-commerce platforms have been able to
circumvent the imposition of penalties by CCI, Big Tech companies
like Google have not been able to elude it.

In Umar Javeed & Others v. Google LLC & Google India Private
Limited,? the informant Umar Javeed and three other people filed a
case against Google for violating section 4 of the Act alleging that it
abused its dominance in the market for mobile operating system. It was
alleged by the informant that Google imposed a condition on the
smartphones and tablets manufacturers that they had to pre- install only
Google apps or services to get Google Mobile Services (“GMS”) made,
sold, exported in India. The informant contended that this condition of
Google was creating a barrier for competitors to develop or get into the
market. Further the informant alleged that Google integrated many of
its applications like Google Chrome, YouTube, and Google Maps,
along with other applications. This created difficulties for individuals

33 Report of the Market Study on E-Commerce in India (8 January 2020).
3% Umar Javeed and Others v Google LLC and Google India Private Limited (2022)
SCC OnLine CCI 61.
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looking for smartphones with upgraded versions of the Android
operating system.

Moreover, Google barred smartphone manufacturers from creating and
selling “Android Forks”, which are modified versions of the Android
operating system designed by other manufacturers having the
capability to develop their own customized forked operating systems.
This restriction was also a barrier for individuals seeking access to
innovative smartphones that could run on improved versions of the
Android operating system. Google, in response, contended that it has
been facing tough competition from Apple and it also contended that
all of its services are free of cost and hence, there is no sale of services.
The CCI in this case held Google liable for violation of section 4% of
the Act. The CCI held that Google abused its dominant position by
forcing people to use Google’s services through GMS. CCI further held
that the condition to pre-install Google applications on the smartphones
was detrimental to both the users and smartphone companies: this
condition entailed that companies must pay for apps they may not need,
while also restricting the entry of alternative apps. Further, noting that
Google prohibiting smartphone companies from developing apps
underscores its intention to be dominant in the market, CCI imposed a
penalty of Rs. 1,337.76 Crores on Google.*

In XYZ (Confidential) v. Google LLC,*" three cases (XYZ (Confidential)
v. Google LLC;*® Match Group, Inc. v. Google LLC;% Alliance of

3 The Competition Act, s 4.

3% Sumit Kumar Singh, ‘Competition Commission slaps Rs 1,33776 crore fine on
Google for ‘unfair business practices” (India Today, 20 October 2022)
<https://www.indiatoday.in/business/story/competition-commission-slaps-rs-
133776-crore-fine-on-google-2287841-2022-10-20> accessed 15 January 2024.

37 XYZ (Confidential) v Google LLC Case No. 07 of 2020 (2022 CCI Order).

38 ibid.

3 Match Group, Inc. v Google LLC Case No. 14 of 2021 (2022 CCI Order).
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Digital India Foundation v. Google LLC*) were joined together in
which CCI dealt with the anticompetitive behaviour of Google with
regards to Google Playstore. In this case the app developers who sold
their applications on Google Playstore were restrained. The app
developers were asked to sign to Playstore condition. Developers were
required by Google Playstore only to use Google Play’s Billing System
(“GPBS”) for both the first purchase as well as succeeding in-app
purchases. These in-app purchases are small transactions which are an
important source of revenue for the application developers. However,
Google was taking a share from these small transactions too. The GPBS
has another condition wherein it does not allow the app developers to
share the other payment methods other than GPBS with the app users.
If any app developers do not follow these conditions, the app in
question used to be delisted. Further, the informant alleged that Google
integrated its United Payments Interface (“UPI”) app, Google Pay with
Google Play app store but did not integrate other UPI apps like
Phonepay etc.

In this instance, the CCI determined that Google engaged in an abuse
of its dominant position by imposing compulsory usage of GPBS,
leading to a restraint of trade. CCI ruled that this also created an entry
barrier for payment aggregators. Further CCI held that distinct
regulations governing the integration of Google Pay and other UPI
payment applications into GBPS are considered anticompetitive.
Resultantly, a penalty of INR 936.44 crores was levied by CCI and CCI
ordered Google not to discriminate against other payment aggregators
and to remove the requirement to use GBPS.

4 Alliance of Digital India Foundation v Google LLC Case No. 35 of (2022 CCI
Order).
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Apple also faced an investigation by CCI in Together We Fight Society
v. Apple Inc. & Apple Distribution International Limited,** where the
allegation raised was that Apple imposed unreasonable restrictions on
app developers and prevented the developers from accessing users of
its mobile devices unless they utilize the ‘App Store’ controlled by
Apple. Further, Apple also mandated developers to use the payment
option provided by Apple with regards to in-app purchases, which
resulted in a 30% in- app fees which was taken as a commission by
Apple. However, such conditions were not imposed on the developers
making application for Macbooks, where developers were allowed to
make their product available in open market with different payment
options. Apple in its response contended that it only has a market share
0f 0.5% and hence not dominant in India.

The CCI concluded that Apple is dominating in its relevant market that
is ‘app stores for iOS in India’. CCI in its prima facie investigation
agreed with the informant and noted that such mandatory requirements
for app purchase and in-app purchase restrict the choices available.
Further, it noted that the 30% commission will affect market
competitiveness. CCI noted that it is important to investigate in this
matter and formed a prima facie view that Apple violated section 4 of
the Act.*?2 The investigation is still ongoing.

Hence, through the case above it can be inferred that the CCI’s decision
into abuse of dominance in the mobile ecosystem is similar to other
jurisdictions.*® The stance of the CCI regarding the abuse of dominance
seems to align more closely with the position of the European
Commission than with that of the United States. Similar to the

4 Together We Fight Society v Apple Inc. and Apple Distribution International
Limited (2021) SCC OnLine CCI 62.

42 The Competition Act, s 4.

3 Epic Games Inc. v Apple, Inc. Cases No. 21-16506 and No. 21-16695 (2023).
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European Commission, the CCI has identified instances of abuse of
dominance and imposed penalties as a response.**

IV. ANALYSIS OF THE PROPOSED EX- ANTE
REGULATION

In 2022, Committee presented its report titled ‘Anti-competitive
practices by Big Tech companies’® to the Lok Sabha. As evident from
the cases discussed earlier, the CCI has addressed numerous issues
related to major technology companies and also considering the
growing anticompetitive practices by prominent Big Tech companies
worldwide* the Parliamentary Standing Committee proposed a Digital
Competition Act (“DCA”) to regulate the digital market. Further after
the submission of the report, the Ministry of Corporate Affairs also
formed a ‘Committee on Digital Competition Law’ (“CDCL”) to assess
the necessity of creating specific legislation in India for competition
within the digital market. The CDCL submitted the report in March
2024 and recommended ex-ante measures should be introduced to
supplement the existing reactive framework, targeting major digital
firms with substantial operations in key digital sectors, and establishing
predefined regulations for their behaviour.4’

The report of the Committee noted that digital market is different from
the traditional market. Moreover, the digital market tips quickly which

“Gaurav Somenath Ghosh and Subhashish Gupta, ‘Ex-ante Regulation in Digital
Markets in India: Some Practical Considerations’ (2023) IIMB 683.

45 The Wall Street Journal.

46 Hanna Ziady, ‘Meta slapped with record $13 billion EU fine over data privacy’
(CNN Business, 22 May 2023) <https://edition.cnn.com/2023/05/22/tech/meta-
facebook-data-privacy-eu-fine/index.html> accessed 15 January 2024.

47 KR Srivats, ‘Digital Panel submits report on Digital Competition Law to Finance
Minister (Business Today, 13 March 2024)
<https://www.thehindubusinessline.com/info-tech/digital-panel-submits-report-on-
digital-competition-law-to-finance-minister/article67944065.ece> accessed 16 June
2024.
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results in one or two companies emerging as dominant player(s) in a
relatively short period.*® The Committee proposed the requirement for
assessing competitive behaviour proactively in the digital market to
prevent monopolization before it happens. The Committee opined that
certain prominent market entities possessing ‘significant influence over
competition in the digital ecosystem’ and should be recognised as
Systemically Important Digital Intermediaries’ (“SIDI”). 4° The
identified SIDI should be required to adhere to a predetermined set of
obligations and restrictions. These obligations and restrictions include
a code of conduct, disclosure etc.?® The Committee also recommended
that Digital Market Units should be established within CCI to monitors
the SIDIs.® These Digital Market Units should review existing and
emerging SIDIs, as well as entities which are not designated as SIDI.
The Committee also notified 10 anti-competitive practices that
necessitate attention to ensure both efficiency and equitable
competitive behaviour in the market.5?

The CDCL’s mandate includes evaluating the adequacy of existing
competition legislation in addressing the digital market competition
and degerming the need for establishing an ex-ante framework for
digital markets through separate legislation. It will also examine the
international mechanism with regards to competition in digital market.
Further it will examine the practices of SIDIs that may restrict or have
the potential to cause harm in digital markets and will also investigate
any other relevant matters concerning competition in digital markets.

48 The Wall Street Journal.
4 ibid.
50 ibid.
51 ibid.
%2 ibid.
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From the foregoing, it may be inferred that GOI is seeking to regulate
the digital market in India. However, this proposed legislation has faced
some criticism.> The critics have raised their voices in support of the
Big Tech companies and discussed the negative effect this regulation
will have on the Big Tech companies. The proposed regulation is going
to put restriction on the SIDIs which are viewed as hindering
innovation, has sparked debate. Some argue that these measures do not
adequately account for the innovation dynamics associated with the
development and advancement of new services.>* To tackle these issues,
it is advisable to adopt a more comprehensive approach to comprehend
competition in the digital age.

V. ANALYSIS OF INTERNATIONAL JURISDICTIONS

It is widely noted that the enforcement of competition laws falls short
in promptly and effectively addressing emerging issues within digital
marketplaces. Due to the rapid evolution of market dynamics, cases
often endure prolonged periods before reaching a conclusive resolution,
often resulting in less-than-ideal outcomes. Critics assert that the
existing enforcement mechanisms of competition laws are inadequate
in comprehensively tackling the economic structures of digital
marketplaces. Additionally, there has been an expression of
dissatisfaction with how competition laws function within these realms.
Many competition authorities face difficulties in addressing
competition concerns in digital markets, particularly when relying
solely on a narrowly defined consumer welfare criterion and employing

3 Dia Rekhi and Surabhi Agarwal, ‘Group of organisations write to MCA over
concerns around impact of Digital Competition Bill’ (Economic Times, 26 June 2023)
<https://economictimes.indiatimes.com/tech/technology/group-of-organisations-
write-to-mca-over-concerns-around-digital-competition-
bill/articleshow/101273498.cms?from=mdr> accessed 15 January 2024.

5 Madhumitha.
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traditional price-based competition techniques such as establishing
relevant markets.%

Internationally, it is agreed that digital markets need regulation, either
to formulate ex ante regulations or by bestowing competition agencies
with additional powers to tackle the new-age issues arising from digital
markets. Some opine that the competition tools already in use should
be modified to improve their ability to evaluate certain attributes of
multisided platforms, such as market shares, concentration ratios, or
price-cost comparisons.®® The rest believe that an ex-ante regulation
will govern digital markets and Big Tech players more effectively.

Numerous countries, including Australia, the EU, France, Germany,
Italy, Japan, the UK, and the United States, have passed or proposed
ex-ante legislation that are particularly targeted at digital platforms or
certain components of digital markets. This section will further delve
into the ex-ante regulation of digital markets in foreign jurisdictions.

A. EUROPEAN UNION

The European Union under the aegis of the European Commission
(“EC”) introduced the Digital Markets Act (“DMA”) in November
2022, and it has been in effect since May 2, 2023.5” The DMA’s primary
function is effectuating a computable criterion and implementing
retributive penalties in order to keep a close watch on platforms that
function as private rule-makers by virtue of their dominance in the
digital space. The DMA designates companies with sizeable

5 OECD, ‘Executive Summary of the Hearing on Ex ante regulation and competition
in digital markets’ Directorate for Financial and Enterprise Affairs Competition
Committee (2021) <https://www.oecd.org/daf/competition/ex-ante-regulation-and-
competition-in-digital-markets.htmIl> accessed 15 January 2024.

%6 ibid.

5" The Digital Markets Act, 2022 art 54.
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dominance in any of the ‘core platform services’ as ‘gatekeepers’.®

These services include app stores, online search engines, social
networking services, certain messaging services, video sharing
platform services, virtual assistants, web browsers, cloud computing
services, operating systems, online marketplaces and advertising
services.>

The DMA further imposes quantitative criteria for determining a
gatekeeper such as an annual turnover of at least €7.5 billion in each of
the last three financial years in the EU or having an average market
capitalisation of at least €75 billion in the last financial year as well as
at least 45 million monthly active users in the Union and more than

10,000 annual active business users in the last financial year.%°

Companies offering core platform services will be required to notify
the EC and submit all pertinent information within two months of that
date provided that they satisfy the numeric thresholds stipulated in the
DMA %! Further, the EC will have 45 working days to decide on a
resolution naming a particular gatekeeper,® who will then have a
maximum of six months to make sure that the DMA's requirements are
met.

To maintain equitable and transparent digital markets, gatekeepers
must adhere to a number of requirements set out by the DMA in their
day-to-day operations. This will create opportunities for businesses to
innovate and compete in marketplaces based on the value of their goods

%8 The Digital Markets Act, 2022 art 2(1).

% The Digital Markets Act, 2022 art 2(2).

80 Saptaparno Ghosh, ‘Explained What is the EU Digital Markets Act?’ The Hindu (4
November 2022) <https://www.thehindu.com/sci-tech/technology/explained-what-
is-the-eu-digital-markets-act/article66095200.ece> accessed 15 January 2024.

b1 The Digital Markets Act, 2022 art 3(3).

62 The Digital Markets Act, 2022 art 3(4).
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and services. The DMA, being a very customer-friendly Act mandates
that customers must be allowed to delete pre-installed applications,
alter the default settings of their operating systems as well as operate
or install third-party applications and app stores. It further strictly
prohibits gatekeepers from ranking their products higher than others on
their search engines and app stores as well as prohibiting app
developers to compulsorily use certain services offered by the
gatekeepers. These provisions of the DMA are in line with the
European Commission’s (“EC”) decision in the case of anti-
competitive practices against Google as well as in consonance with
India’s National Company Law Appellate Tribunal’s decision against
Google.

The DMA provides stringent penalty in case of non-compliance, with
the imposition of fines up to 10% of the company’s annual revenue
accrued from global operations which can extend up to 20% in case of
repeated infringements. Violations shall also attract periodic penalty
payments of up to 5% of its daily worldwide turnover.5?

The implementation of the DMA is highly relevant in today’s day and
age especially in the Indian landscape. The do’s and don’t’s mentioned
in the DMA widely touch upon cases against Big Techs before the CCI.
The introduction of such a framework in India will help in regulating
the highly volatile digital media sector and reduce the cases against Big
Tech’s in India. Furthermore, the imposition of a separate penalty for
Big Techs will be more fitting due to their financial capacity and
dominance in the markets.

B. UNITED KINGDOM

% The Digital Markets Act, 2022 art 31.
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The government of the UK has introduced the Digital Markets,
Competition and Consumers Act (“DMCC”) recently as on May 24,
2024 after it received Royal Assent. The Competition and Markets
Authority (“CMA”) has been empowered as the authority and
responsibility for the new system. The CMA's administrative division,
the Digital Markets Unit (“DMU”), will be in charge of daily regime
decisions.® The CMA Board or a committee of the Board will make
the choices that are most important from a strategic standpoint.

The Act takes a pro-active approach to regulating digital markets. It
aims at prevent companies with Strategic Market Status (“SMS”) from
capitalising on their size to limit digital innovation or increase barriers
to entry in adjacent digital markets.%® The CMA considers undertakings
to have SMS if they undertake any digital activity linked to the UK and
the undertaking meets the SMS conditions of substantial and
entrenched market power as well as a position of strategic
significance. ® In order to assess whether an undertaking has
substantial and entrenched market power, the CMA must carry out a
forward-looking assessment of a period of at least 5 years, taking into
account developments that — (a) would be expected or foreseeable if
the CMA did not designate the undertaking as having SMS, and (b)
may affect the undertaking’s conduct in carrying out the digital
activity.5’A position of strategic significance can be attributed if the

8 UK government, ‘New pro-competition regime for digital markets’ (Official
Website  of  the Government  of UK, 21 December  2023)
<https://www.gov.uk/government/publications/digital-markets-competition-and-
consumers-bill-supporting-documentation/a-new-pro-competition-regime-for-
digital-markets-policy-summary-briefing> accessed 15 January 2024.

8 Jenna Rennie and others, ‘All change? The new Digital Markets, Competition and
Consumers Bill’ (White and Case Tech Newsflash, 10 May 2023)
<https://www.whitecase.com/insight-alert/all-change-new-digital-markets-
competition-and-consumers-bill> accessed 15 January 2024.

% The Digital Markets, Competition and Consumers Act, 2024 s 2(2).

%7 The Digital Markets, Competition and Consumers Act, 2024 s 5.
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undertaking is of a significant size, other undertakings use the digital
business of the undertaking under review and its position in the digital
activity would allow it to extend to other activities.®® Further, digital
undertakings must meet the turnover requirements of a global turnover
of over £25 billion, or UK turnover of over £1 billion, to fall within the
scope of the Act.®®

In addition to regulating each SMS-designated business’s behaviour
through specialised codes of conduct, the CMA has broad power to
impose conduct restrictions that it deems suitable after a firm is
identified as having SMS. When a business plans to make a ‘qualifying
acquisition’ in a target with UK activity, SMS-designated firms will
also be required to notify the CMA of the purchases prior to
completion.’® Acquisitions that meet specific criteria i.e. beginning at
15% of the total transaction value, will qualify as long as the acquired
equity shares exceed that level. The DMCC provides for a penalty for
non-compliance with the provisions of the Act which amounts to 10%
of the total turnover (including group turnover), with probable daily
fines of 5% of the daily turnover.”

The ex-ante mechanism under UKs DMCC and EUs DMA differs in
respect of the differences in the metrics for assessing an SMS-
designated firm from a gatekeeper. This implies that a Big Tech could
have to comply with different legal requirements in UK vis-a vis other
EU countries. In addition to having a distinct substantive designation
test, the DMCC Act stipulates that a corporation cannot be labelled as

% The Digital Markets, Competition and Consumers Act, 2024 s 6.

% The Digital Markets, Competition and Consumers Act, 2024 s 7(2).

0 The Digital Markets Act, 2022 art 31.

' Dr W Kuan Hon, ‘UK: An Overview of the Digital Markets, Competition and
Consumers Bill’ (Data Guidance, October 2023)
<https://www.dataguidance.com/opinion/uk-overview-digital-markets-competition>
accessed 15 January 2024.
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SMS unless it satisfies certain turnover requirements. In comparison,
the DMA’s financial standards are just indicative and do not need a
corporation to meet them in order to be identified as a gatekeeper. This
may provide the European Commission with more jurisdictional
latitude than the CMA.

The implementation of the Act would help consumers and companies
in the UK by guaranteeing that the leading digital companies treat
businesses fairly, give consumers a wider variety of options and bring
down prices for UK consumers.

C. GERMANY

Germany, being a part of EU, is the first Member State to propose
specific rules for DM A-based private enforcement. On 20 September
2022, the Federal Ministry for Economic Affairs and Climate Action
published the draft 11th amendment of the German Competition Act
(GWB), making proposals for private enforcement of the DMA and to
harmonization of those provisions with those for competition law."?

The 10th Amendment to the German Competition Act led to the
introduction of a new core provision namely Section 19a. Modernising
abuse control in view of the difficulties in preserving competition in
the digital economy is a crucial component of the amendment. Most
importantly, the change makes it possible for the German Competition
Enforcement agency i.e. the Bundeskartellamt to step in earlier and
more forcefully when businesses that are crucial to market competition

2 Miranda Cole, ‘Private enforcement of the Digital Markets Act: Germany as a
frontrunner?”  (Norton  Rose  Fullbright  Publications, March  2023)
<https://www.nortonrosefulbright.com/en/knowledge/publications/41cb9705/private
-enforcement-of-the-digital-markets-act-germany-as-
afrontrunner#:~:text=Takeaway,Introduction,t0%20apply%20from%20March%202
024> accessed 15 January 2024.
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engage in particular kinds of behaviour. The recently added clause lays
out a two-step process: firstly, an initiative may be deemed of utmost
importance by the Bundeskartellamt, which will take into account its
resources and strategic location. Secondly, even in markets where the
corporation is not yet dominant, the Bundeskartellamt has the authority
to step in and forbid soon-to-be dominant activity.’®

In India, an ex-ante provision of this nature would be an efficient
alternative to introducing a special ex-ante legislation to govern digital
markets. The wide nature of the interpretation of the Section 19a would
expand the competition regulatory authority’s powers beyond digital
markets and it could be used ex-ante for other sectors as well.

D. JAPAN

In Japan, ordinary competition law governs digital marketplaces
however they enacted a separate legislation to address transparency in
the digital markets titled the act on Improving Transparency and
Fairness of Digital Platforms (“TFDPA”). The TFDPA became
operative in February of 2021. At first, it was limited to online markets
and app stores. The TFDPA’s purview was extended to cover digital ad
services in July 2022.74

It is a business-to-business rule that requires some platform operators
to adhere to a code of conduct. It applies to Specified Digital Platform

3 OECD, ‘Ex-Ante Regulation and Competition in Digital Markets — Note by
Germany’ Directorate for Financial and Enterprise Affairs Competition Committee
(2021) <https://one.oecd.org/document/DAF/COMP/WD(2021)61/en/pdf> accessed
15 January 2024.

"4 Iria Kitsou, Fay Davies and Xavier Quer Zamora, ‘Digital Markets in Japan® Cleary
Gottlieb (2020) <https://content.clearygottlieb.com/antitrust/digital-markets-
regulation-
handbook/japan/index.html#:~:text=In%20Japan%2C%?20competition%20in%20di
gital,came%20into%20force%20in%202021> accessed 15 January 2024.
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Providers such as app stores, digital ads platforms, online shopping
marketplaces as well as Media-integrated digital ad platform
providers.” The Act mandates that platform providers publish their
terms and conditions along with other information (like standards for
deal rejections and search ranking); voluntarily create policies and
processes to guarantee openness and equity on their platforms; and
annually submit a report to METI that includes a self-evaluation
outlining their compliance efforts.®

The government is thinking about enacting new ex-ante rules that
would target companies that make wearable technology, voice
assistants, and mobile ecosystems. Potential issues with competition in
various tiers of mobile ecosystems, such as operating systems,
browsers, app stores, search engines, and other digital goods, would be
addressed by the laws. Though the exact parameters and structure of
any new system are still unknown, the legislation would resemble the
EU Digital Markets Act. The Digital Market Competition Headquarters
(“DMCH”), an inter-ministerial organisation, is now looking into the
necessity for additional laws.”’

E. AUSTRALIA

The Australian Competition & Consumer Commission (“ACCC”)
issued its fifth interim report in November 2022 as a part of its five-
year Digital Platform Services Inquiry initiative. The ACCC reported
that given the dynamic nature of digital platform markets, new ex-ante

5 The Act on Improving Transparency and Fairness of Digital Platforms, 2021 art
2(6).

76 The Digital Markets Act, 2022 art 31.

" Clifford Chance, ‘Online mall operators and app store operators now subject to
regulation, and additional entities to be covered in future’ (Clifford Chance Blogs, 31
August 2021) <https://www.cliffordchance.com/insights/resources/blogs/talking-
tech/en/articles/2021/08/japan-s-digital-platform-regulations.html> accessed 15
January 2024.

25



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

laws will be the only enabler of a quicker, adaptable and efficient
framework to mitigate the harm caused to consumers and competition
in the digital platform markets.

A new authority to impose service-specific code of conduct on
‘designated’ digital platforms that are based on legally defined
principles is the most important suggested reform in the report. While
this is probably more concentrated and thorough, it is comparable to
the measures used in Germany, Japan, and the United Kingdom (and
anticipated there as well).”® It also shows a clear progression towards
the style of regulation modelled on the European Commission’s DMA.
According to the ACCC, a code regime tailored to individual services
would enable policy makers to give priority to those platforms and
services that pose the biggest dangers to competition.’® The ACCC was
also inclined towards the introduction of service-specific codes which
would offer flexibility in taking into account dissimilarities in the
services offered by digital platforms. Significant differences have been
noted by the ACCC between the various digital platforms’ business
structures and the services they offer.

As suggested by the ACCC, the Treasurer has instantaneously launched
a consultation to examine the necessity of a new regulatory framework
for digital platforms that would protect consumers and promote
competition. On December 20, 2022, the government issued a
consultation paper titled “Digital Platforms Government consultation

8 Thomas Jones, Matthew Bovaird and Dylan McGirr, ‘Upping the ante: Australian
Government consults on ex-ante regulation of digital platforms’ (Bird and Bird, 23
January  2023)  <https://www.twobirds.com/en/insights/2023/global/australian-
government-consults-on-ex-ante-regulation-of-digital-platforms>  accessed 15
January 2024.

9 Angela Flannery, ‘Regulation of digital platform services in Australia: tracking the
European  Union’  (International  Bar  Association, 24 July 2023)
<https://www.ibanet.org/regulation-of-digital-platform-services-in-Australia>
accessed 15 January 2024.

26



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

on ACCC’s regulatory reform recommendations” which was made

open for recommendations.&°

VI. CONCLUSION

One of the most complex challenges competition regulators face world-
wide is regulating digital markets. In India, the CCI has taken a neutral
stance against competition cases in the e-commerce sector as it has
chosen not to intervene since it does not want to hamper innovation in
the market. However, the CCI has not been so lenient towards
smartphone manufacturers and the cases of abuse of dominance that
have been levelled against them. The most recent case being the penalty
of over 1000 crore being imposed by the CCI against Google and being
upheld by NCLAT.8!

The Competition Act of 2002’s ex-post framework i.e. which gets
triggered after an event occurs, does not now allow digital companies
to promptly address their anti-competitive behaviour. It was noted that
the irreversible tilting of markets in favour of big digital enterprises i.e.
a firm’s permanent dominance in a relevant market, is not be
adequately addressed under the current system. Rather, the best course
of action is to implement an ex-ante framework that that anticipates
prospective harms resulting from antitrust difficulties and establishes
predetermined unapproachable areas.

8 Justin Hendry, ‘Big Tech facing ex ante competition regime in Australia’
(Innovationaus, 8 December 2023) <https://www.innovationaus.com/big-tech-
facing-ex-ante-competition-regime-in-
australia/#:~:text=Ex%?20ante%20rules%20are%20those,any%20new%20regulation
%20is%20introduced> accessed 15 January 2024.

81 Google LLC and Another v Competition Commission of India Through its Secretary
and Others (2023) SCC OnLine NCLAT 147.
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Recently India has seen the introduction of the coveted Digital Personal
Data Protection Act (“DPDPA”), 2023 which will have far-reaching
implications on Big Techs in India. There is a growing need for an ex-
ante regulation governing digital sphere in India however caution must
be exercised while implementing the same so as to ensure consonance
with the DPDPA. Although the ultimate goal of both legislation is to
enhance the welfare of data principals and consumers, the ways in
which they do so are different. The Competition Act aims to maintain
market fairness and contestability, whereas the DPDP Act is focused
with protecting a data principal’s personal data. It is prayed that there
be synergy between the laws so as to avoid mishaps in the
implementation of the law because the imposition of ex-ante
regulations on Big Techs will have far-reaching implications on the
protection of the consumers of Big Techs.

Mature competition jurisdictions like the EU, UK, Germany and Japan
among others have already formulated or are in the process of
formulating an ex-ante law. The Digital Markets Act of the EU has been
showing a lot of promise since its inception and hence, they serve as a
good reference point for India’s own ex-ante law to govern the digital
landscape.
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A CASE FOR ADOPTION OF THE LEGITIMATE
COMMERCIAL INTEREST TEST IN INDIA IN
LIGHT OF THE CAVENDISH RULE

Abhyudaya Singh*

ABSTRACT

The Cavendish case challenged our previous
understanding of the law relating to contractual
penalties and argued that the sole criterion for
enforceability should not be whether the clause
represents a pre-estimate of loss. Instead, the focus
should be on whether the clause is out of all
proportion to the party's legitimate interest. This
paper discusses the Cavendish case along with
subsequent judgments in other Commonwealth
countries that have considered the ‘legitimate
interest test.” The paper also discusses the possible
issues that might arise in the adoption and
application of the Cavendish rule and that why the
scope for judicial intervention is limited in light of
express statutory mandate requiring ‘reasonable
compensation’ in cases of non-performance of
contractual obligations. This paper recommends the
adoption of a refined legitimate commercial interest

* The author is a Second-Year student at National Law School of India University,
Bangalore.
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test in India after examining the developments across
the world with some possible changes and
modifications in light of highlighted issues.

Keywords: Penalty, Damages, Legitimate Interest,
Disproportionate damages, Pre-estimated damages,
unconscionable penalty, Legitimate Commercial
interest.

I. INTRODUCTION

For almost a century, the law relating to contractual penalties (“Penalty
Rule”) was regarded as being a well-established principle across the
Commonwealth. ' However, recent developments in English law,
particularly the landmark judgment of Cavendish Square Holdings BV
v. Talal El Makdessi and ParkingEye Ltd. v. Beavis (“Cavendish”), has
brought about a new rule of distinction.

The case of Dunlop Pneumatic Tyre v. New Garage & Motor Co. Ltd.
(“Dunlop”) in English law laid down the principle that a liquidated
damages clause must represent a “genuine pre-estimate of damages” to
be enforceable, rather than functioning as a punitive penalty. 2
Similarly, Indian law, as exemplified in Fateh Chand v. Balkishan Das
and other cases, relied on the concept of a “genuine pre-estimate of
damages” to determine the validity of such clauses.?

! Denka Advantech Pte Ltd and another v Seraya Energy Pte Ltd and Anr [2020]
SGCA 119 (hereinafter “Denka”).

2 Dunlop Pneumatic Tyre Co Ltd v Selfridge Ltd [1915] AC 847 (hereinafter
“Dunlop”).

3 Fateh Chand v Balkishan Das (1963) AIR 1405 (hereinafter “Fateh Chand”);
Maula Bux v Union of India (1969) SCC (2) 586 (hereinafter “Maula Bux”); Kailash
Nath Associates v DDA (2015) 4 SCC 136 (hereinafter “Kailash Nath”).
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However, the Cavendish case challenged this understanding and argued
that the sole criterion for enforceability should not be whether the
clause represents a pre-estimate of loss. Instead, the focus should be on
whether the clause is ‘out of all proportion to the party’s genuine
interest in seeing the relevant obligation enforced.’# This shift from
“genuine pre-estimate” to disproportionality as the key criterion for
enforcement marks a significant departure from established legal
norms. While Indian and English laws initially shared the “genuine pre-
estimate” condition for liquidated damages clauses, Cavendish has
introduced a significant divergence. This new rule of distinction has not
only reshaped English contract law but has also made its presence felt
throughout the world.

In Part I of this paper, the Dunlop rule and its application in Indian case
law is discussed. In Part II, the new rule introduced in Cavendish is
presented. Part III discusses the post-Cavendish position taken by
Indian courts. Part IV looks at the response of other common law
countries to the Cavendish rule and their introduction of the
commercial justification test. Part V calls for Indian courts to
reconsider their position and adopt the commercial justification test as
the new test for liquidated damages. Finally, Part VI discusses the
elements of the legitimate interest test and how uncertainties regarding
it can be mitigated.

II. WHAT WAS THE OLD RULE ON PENALTIES?

In Dunlop, the House of Lords determined that a liquidated damages
clause must be a genuine pre-estimate of damages in order for it to be
enforceable. ® In Dunlop, the House of Lords considered the
enforceability of a provision requiring the payment of £5 “by way of

4 Cavendish Square Holdings BV v Talal El Makdessi and ParkingEye Ltd. v Beavis
[2015] UKSC 67 (hereinafter “Cavendish”).
® Dunlop.
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liquidated damages and not as a penalty” for each unit sold below the
stipulated resale price.® It concluded that the payment of money
stipulated as “in terrorem” to the violating party was in the nature of a
penalty, whereas a true covenanted pre-estimate of loss must be the
essence of liquidated damages.” It looked at a number of factors that
could help determine whether the damages were of a penal nature, and
concluded that the agreed-upon damages in the case were reasonable,
and therefore not punitive.®

Years later, in Fateh Chand v. Balkishan Das, the Supreme Court of
India reviewed a sale deed that stated that the INR 1,000 “earnest
money” and INR 24,000 towards the sale price paid by the vendee
would be forfeited if the vendee failed to have the sale deed registered
by a specified date.® The court ruled that the INR 24,000 stipulation
was “manifestly a stipulation by way of penalty” and made note of the
common law criterion of “genuine pre-estimate of damages”.* It was
determined that if a liquidated damages clause is punitive, the Court
may award appropriate damages up to the sum specified as under
Section 74 of the Indian Contract Act.*!

In Maula Bux v. Union of India, the court further stated that if it is
unable to determine the amount of reasonable compensation, the
amount agreed upon by the parties may be taken into consideration,
provided that it is not a penalty and rather a true pre-estimate of
damages.'? The Supreme Court determined in Kailash Nath v. Delhi
Development Authority that a liquidated damages clause can only be

6 ibid.

7 ibid.

8 ibid.

9 Fateh Chand.

10 Dunlop.

11 ibid; Indian Contract Act, 1872 (9 of 1872).
2 Maula Bux.
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enforced as “reasonable compensation” if it represents a genuine pre-
estimate of damages; in all other circumstances, only reasonable
compensation that does not exceed the specified amount may be paid.*3
Therefore, the principle of “genuine pre-estimate” was common to both
Indian and English laws, with the caveat that if the clause did not
stipulate a genuine pre-estimate, then an Indian court could award
reasonable compensation.

The ‘penalty doctrine’ has its roots in equity.'® In general, it implies
that a condition mandating the payment of a sum of money in the event
of contract violation may not be enforceable if it exceeds the scope of
compensation to the point where it looks to be a penalty.'® The Dunlop
Pneumatic case served as the foundation for the fundamental
understanding of this theory. According to this ruling, if a certain
amount is due upon contract breach, it will be viewed as a penalty if it
“exceeds what can be regarded as a genuine pre-estimate of the damage

likely to be caused by the breach.”*’

As a result of the penalty concept, a crucial distinction between a
“penalty” and a “genuine and reasonable pre-estimate of damages” was
established. If a contract specifies a sum as liquidated damages, the
party alleging a violation will be entitled to collect a liquidated sum of
just compensation, so long as the amount represents an accurate pre-
estimate of damages. In other circumstances, only just compensation
that doesn’t go beyond the declared liquidated value will become due.

13 Kailash Nath.

14 Shalaka Patil and Vishesh Bhatia, ‘Beyond the Old Rule: Should Cavendish Come
to India?’ (Kluwer Arbitration Blog, 4 August 2022).

15 Denka.

18 Dunlop.
17 ibid.
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III.WHAT IS THE NEW RULE OF DISTINCTION?

Dunlop’s distinction between “genuine pre-estimate” and “penalty”
was deemed to be arbitrary and inadequate by the United Kingdom
Supreme Court in the recent cases of Cavendish.'® It was determined
that a provision need not be penal solely because it was not a pre-
estimate of loss. The real question was whether the contested clause
was out of all proportion to the party’s genuine interest in seeing the
relevant obligation enforced.®® Since the “disproportionality” criteria
for English law is more lenient than the “reasonableness” standard for
Indian law, it could be argued that reviewing contracts regulated by
English law is more likely to enforce liquidated damages clauses than
arbitral tribunals reviewing contracts governed by Indian law.?°

The Cavendish case involved two appeals: ParkingEye Limited v.
Beavis and Cavendish Square Holding BV v. Talal El Makdessi.
Makdessi had agreed to sell Cavendish a controlling interest in a
business in the Cavendish v. Makdessi case.?! The agreement stated
that Makdessi would not be eligible to receive the final two payments
of the price due from Cavendish upon breach of certain restrictive
covenants and could be required to sell his remaining shares to
Cavendish at a price that did not include the value of the company’s
goodwill.?> Makdessi broke these agreements, but claimed later that
Cavendish was trying to impose penalty terms.?3

In the case of ParkingEye v. Beavis, ParkingEye was hired to manage
a parking lot and put up signs warning that breaking a two-hour time

18 Cavendish.

19 ibid.

20 patil; Cavendish.
2 ibid.

2 ibid.

2 ibid.
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limit would result in an £85 fee. Beavis went beyond the allotted time
by almost an hour, but when ParkingEye demanded payment, he
claimed that the £85 charge was an illegal punishment.

The Court noted that “penalty” and “genuine pre-estimate of loss™ are
not natural opposites or mutually exclusive; a clause that is not a pre-
estimate is not necessarily penal, and a deterrent clause is not always
penal.?* The penalty rule was described as an “ancient, haphazardly
constructed edifice which has not weathered well” by the Court. The
Court said:

The true test is whether the impugned provision is a secondary
obligation which imposes a detriment on the contract-breaker out of all
proportion to any legitimate interest of the innocent party in the

enforcement of the primary obligation.?

The Court determined that both of the impugned clauses were primary
responsibilities exempt from the penalty rule in Cavendish v. Makdessi.
While the penalty rule was applied in ParkingEye v. Beavis, the £85
charge was not a punishment since ParkingEye had a genuine interest
in effectively managing the parking spaces. Additionally, the fee wasn’t
expensive or outrageous. Therefore, it did not transgress the
punishment requirement.

IV.APPLICATION OF CAVENDISH IN INDIAN LAW

Cavendish discovered that just because a provision did not provide a
loss estimate did not automatically make it a penalty provision. Instead,
the real question was whether or not the contested provision was
wholly disproportionate to the party’s reasonable interest in seeing the
relevant obligation enforced.

2 ibid.
2 Cavendish.
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Cavendish has been taken into account in some recent Indian rulings.
The Madras High Court, in Electronics Corporation of Tamil Nadu v.
ICMC Limited, found that there was “proportionality as between the
extent of delay and the amount of liquidated damages”.?® The court
concluded that the liquidated damages clause reflected a genuine pre-
estimate of loss. To some extent, this would suggest that Cavendish's
“proportionality” criteria was used, but it might also be attributed to the
courts’ discretion in determining what was adequate recompense.?’

In LIC Housing Finance Ltd. v. Commissioner of ST, the tribunal
recognised that Cavendish laid down the law on penalty clauses.?
While citing Cavendish as establishing the “true principle” regarding
such clauses, the Tripura High Court, in Dishnet Wireless v. Union of
India determined that the “dominant test” in India was still the genuine
pre-estimate of reasonable compensation.”?

Therefore, despite the fact that Cavendish has been acknowledged in a
number of Indian court rulings, the English and Indian perspectives
continue to be dissimilar.3

V. LOOKING AT THE GLOBAL POSITION

Cavendish marked a departure from the well-established principle of
Dunlop. Several common law countries have considered the position
in Cavendish including Australia, New Zealand, Malaysia and

% Electronics Corporation of Tamil Nadu Limited v ICMC Corporation Limited
(2020) SCC OnLine Mad 244.

27 Patil.

8 [IC Housing Finance Ltd. v Commissioner of ST Service Tax Appeal No. 347 of
2012.

2 Dishnet Wireless Limited v State of Tripura (2015) SCC OnLine Tri 790.

%0 Patil.

36



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

Singapore. The court of appeal of Singapore in Denka Advatech Pte
Ltd. V Seraya Energy Pte Ltd®* (“Denka”) in 2020 confirmed that the
legal test for a penalty under Singapore law remains the test of Dunlop.
In this regard, Singapore law now diverges from the position in
England, which rewrote the English law on penalties in
the Cavendish case. 3 The court expressed its concern about the
flexible nature of the Cavendish test resulting in excessive uncertainty,
both for parties entering into a contract and for the courts interpreting. 3
The Court specifically pointed out that the question at hand is whether
the relevant clause actually pre-estimated the expected loss at the time
the contract was made. In this regard, the only “legitimate interest”
which the rule is concerned with is that of compensation.3*

In Australia, Cavendish was most importantly discussed in the case of
Paciocco v Australia and New Zealand Banking Group Ltd.
(“Paciocco”) in 2016. While adopting a substantially similar strategy
for applying the rule in Paciocco v. Australia and New Zealand Banking
Group, the High Court of Australia expanded the rule’s purview and

ruled that it is not limited to secondary obligations.*®

According to Paciocco, a requirement to pay money is not a penalty
under the law or in equity unless it is “extravagant and unconscionable
in amount in comparison with the greatest loss that could conceivably
be proved,” and a penalty can also apply to fees that must be paid to

3 Denka.

32 Sophie Lenox, Jamie McLaren, Sandra Tsao and Daniel Waldek ‘Rule against
penalties: Singapore Court of Appeal Affirms Dunlop Test’, 2021, (Herbert Smith
Freehills)  <https://hsfnotes.com/infrastructure/2021/02/03/rule-against-penalties-
singapore-court-of-appeal-affirms-dunlop-test/>.

3 Denka.

34 ibid; Denka.

35 Chris Browne and Chris Boswell, ‘Contractual Penalties Again’ (Lexology, August
2018) <https://www.lexology.com/commentary/litigation/new-zealand/wilson-
harle/contractual-penalties-again> (hereinafter “Browne”).
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ensure that an obligation is fulfilled.®® According to the majority, the
key question to ask in a situation like this is whether the amount in
question is “out of all proportion” to the interests of the party that the
provision is meant to defend.” These interests could be commercial or
pecuniary in nature.®® The judges considered the relevant penalty test
to be whether the stipulated sum is out of all proportion to the interest
in receiving the payment and considered that a clause will be a penalty
where the negative incentive to perform the contract is so far out of
proportion with the positive interest in performance that the negative
incentive amounts to deterrence by threat of punishment.3? Justice
Keane cited Cavendish for whether the sum is exorbitant or
unconscionable when regard is had to the innocent party’s interest in

the performance of the contract.*°

The Paciocco test is not restricted to loss of damages brought on
directly by the breach.*! The bank’s interest in preserving or even
expanding its revenue stream in order to turn a profit, according to the
court, was included in Australia and New Zealand Banking Group’s
(“ANZ”) legitimate interests. #> This included more than just the
reimbursement of costs directly caused by the appellants’ default.*® The
court considered that the late payment impacted ANZ’s interests in the
areas of operational costs, loss provisioning and increases in regulatory

3 Paciocco v Australia and New Zealand Banking Group Ltd. (2016) 258 CLR 525
(hereinafter “Paciocco”).

%7 ibid; Browne; Hugh Fraser Ja, ‘2017 WA Lee Lecture: Australian Law of
Contractual  Penalties” (2019) 18(2) QUT Law Review, 111- 136
<https://Ir.law.qut.edu.av/article/view/763/706/view.html>.

% ibid.

% ibid.

40 ibid.

41 ibid.

42 ibid.

43 Belinda Thompson, Kate Austin, ‘Penalties: The Final Word’ (4llens, Australia,
2016) <https://www.allens.com.au/insights-news/insights/2016/07/penalties-the-
final-word/#Footnotes>.
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capital costs.  The fee was not a penalty because these costs
outweighed it. The majority of the High Court agreed with the lower
courts’ conclusions that ANZ’s actions were neither unethical, unfair,
or immoral.*® Taking into account ANZ’s legitimate interests, which
were not restricted to damages brought on by the appellants’ breach,
none of the typical indicators of unconscionability or unfairness could
be found.*®

The judges recognised the ‘multi-faceted” commercial interest of ANZ
as ensuring its customers made timely repayments.*’ Justice Keane
further recognised interest that derived from this commercial interest
i.e. the opportunity for ANZ to secure greater profit by lending.*® A
consideration of solely the operational costs did not adequately reflect
the totality of the interests of ANZ.%

In Paciocco, the contracting parties had uneven bargaining power and
the clause in question was in a standard form contract.*® This is
particularly intriguing as the underlying contract differs significantly
from the kind of normal commercial contract that the Cavendish test
was first intended to be used for a deal that has been painstakingly
negotiated by seasoned commercial players.>*

#4 ibid.

* ibid.

%6 ibid.

47 Rozelle Macalincag, ‘Paciocoo v Australia and New Zealand Banking Group Ltd.
(2016) 90 ALR 835’ (2017) 38 Adelaide Law Review 233-242.

“8 ibid.
9 ibid.
%0 ibid; Bruno Zeller, ‘Penalty Clauses - What Has Changed?’ (2017) 30 (1) Pace
International Law Review, 147 - 174

<https://digitalcommons.pace.edu/pilr/vol30/iss 1/4/>.

51 Aditya Shiralkar, ‘The Legitimate Interest Test (UK) on the Enforceability of
Liquidated Damages Clauses and its Implications for Indian Law’ (2021) 2 SCC J-37
(hereinafter “Shiralkar”)

39



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

In Melbourne Linh Son Buddhist Society Inc. v. Gippsreal Ltd., the
Court of Appeal of the Supreme Court of Victoria applied and upheld
both Paciocco and Cavendish.%? The Court determined that the lender
had a “legitimate interest” in guaranteeing timely loan repayment. In
this particular instance, the lender attempted to safeguard this interest
by obtaining an establishment fee as part of liquidated damages that
were demanded from a noncompliant borrower. The Paciocco
reasoning provided the Court with support, as it made it evident that
the identification of legitimate interests for the penalty inquiry is not
limited to loss and damage directly related to the breach. Additionally,
lenders were able to defend these charges by citing fixed business costs
that they had incurred.>

The New Zealand Court of Appeal used the broader Paciocco approach
to the application of the rule in Wilaci v. Torchlight Fund
(“Torchlight”). The Court of Appeal determined that the lender had a
“legitimate interest” in the timely return of the loan, which the clause
in question attempted to serve, after observing that both parties were
seasoned business entities and that the contract had been carefully
written. Similar to the High Court of Australia’s Paciocco decision, the
Court conducted a credit risk and cost analysis and, based on the
evidence, determined that the fees were not wildly out of proportion to
the legitimate interest that the clause safeguarded.

In 127 Hobson Street Ltd. v. Honey Bees Preschool Ltd.>, the High
Court reviewed prior NZ authorities, recent developments in England
and Australia, and the Court of Appeal decision before adopting the
recast penalty rule introduced in Cavendish and Paciocco, as outlined

52 Melbourne Linh Son Buddhist Society Inc. v Gippsreal Ltd 2017 WL 2730505.

%3 Shiralkar.

54 127 Hobson Street Ltd. v Honey Bees Preschool Ltd 2019 NZCA 122 (hereinafter
“Honey Bees”).
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in Torchlight. 1t held that the “central issue is whether a stipulated
remedy for breach is out of all proportion to the legitimate performance
interests of the innocent party, or otherwise exorbitant or
unconscionable, having regard to those interests.”>®

The recast rule’s scope was also taken into consideration by the High
Court, which followed Cavendish's reasoning and applied the rule to
secondary obligations that resulted from a breach rather than primary
obligations. The distinction between the two types of obligations was
explained by citing the two appeals that led to the Cavendish ruling.
Given that the evaluation of nature is based on content rather than form,
the court continued to believe that the obligation was secondary in
nature and so susceptible to the recast penalty rule.

The New Zealand Court of Appeal determined that, since the building
held a variety of enterprises, including a hotel, and residential premises
and was in desperate need of lift access, the tenant, a preschool, had a
“legitimate interest” in securing the installation of this second lift. The
Court found that parties could structure risk and reward in a variety of
ways in commercial settings, and that the provision should be enforced
as long as the structure is not wholly out of proportion to the legitimate

interest.6

In certain nations with civil law, such as Hungary, the emphasis is more
on preventing and deterring prospective contractual breaches than on

5 Chris Boswell, ‘Contractual penalties: Court of Appeal upholds High Court’s
decision in Honey Bees’ (Lexology, October 2019)
<https://www.lexology.com/commentary/litigation/new-zealand/wilson-
harle/contractual-penalties-court-of-appeal-upholds-high-courts-decision-in-honey-
bees>.

% Shiralkar.
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offering a pre-arranged quick fix for damages compensation.®” Three
features of the penalty clause scheme stand out under Hungarian law.
First, regardless of the existence or absence of actual damages, the
responsibility to pay the penalty arises in the event of a contractual
breach. Second, the harmed party has the ability to pursue extra
damages in addition to the penalty should the penalty fall short of fully
compensating the loss suffered. Third, even if they haven’t previously
requested the payment of the fine, the person who has suffered damages
still has the right to compensation. 58

VI.BRINGING THE COMMERCIAL JUSTIFICATION TEST
TO INDIA

The Federal Court held in Cubic Electronics v. MARS
Telecommunications (“Cubic Electronics™) that courts must first
determine whether a damages clause serves or protects any “legitimate
commercial interest” in performance that extends beyond the
possibility of monetary compensation resulting from the breach.*® If so,
they must then determine whether the interest provision is
proportionate to the interest identified.®® The court noted that the
principle of reasonableness is fundamental to both the Cavendish case
and Section 75 of the Malaysian Contract Act, 1950.% As in the case of
India, the Contracts Act, 1950 codifies the law of contracts in Malaysia.
The Federal Court of Malaysia, grappled with the “legitimate interest”
test in Cubic Electronics when it came to a clause imposing forfeiture

5" Petra Pataki and Lili Hanna Feher, ‘Poland: Liquidated Damages and Penalty
Clauses in Continental and Common Law- Valid Here, Invalid Over There?’ (2023)
Queritius  <https://www.mondaq.com/civil-law/1346644/liquidated-damages-and-
penalty-clauses-in-continental-and-common-law--valid-here-invalid-over-there>.

%8 ibid.

%8 Cubic Electronics Sdn Bhd (In Liquidation) v Mars Telecommunications Sdn Bhd
[2018] 1 LNS 2017 (hereinafter “Cubic Electronics”).

80 ibid.
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of deposits made by prospective buyers in an agreement for the sale of
a company that was in liquidation. The Court determined what
qualified as “reasonable compensation” under Section 75 of the
Contracts Act, 1950 by considering the principles of “legitimate
interest” and “proportionality” as they appeared in the Cavendish
formulation.5?

The seller corporation had a “legitimate interest” in the prompt
completion of the property sale, which was sought to be protected by
the forfeiture clause, the court held after applying the legitimate interest
test. The purpose of the clause was to protect the seller corporation
from being deprived of the opportunity to negotiate with third parties
due to petty proposals. Given that the sums forfeited under the clause
comprised only a small share of the overall sale value of the properties
under the agreement, the Court determined, based on the evidence, that
they were not wildly disproportionate to the interest.®

Under India’s current legal system, liquidated damages clauses are only
considered compensatory. The notion that parties drafted these clauses
in order to satisfy non-compensatory business interests has not been
considered in Indian legal discourse thus far. However, there is no
normative reason why commercial actors in India shouldn’t be able to
freely set up their risk-reward systems and safeguard interests that are
thought to be essential to the value of their companies, provided that
these clauses don’t encourage profiteering or penalisation, the two bad
practises that Section 74 of the Contract Act, 1872 is intended to
prevent.

The legitimate interest test presents a challenge for the Indian judiciary,
given the common law jurisdictions’ experience. Since the Indian

62 ibid.
83 ibid.
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stance on liquidated damages is regulated by statute, judicial fiat cannot
significantly alter it. Consequently, the Cavendish formulation is more
difficult to bring into India than it was in common law nations like the
UK and Australia, where the general contract law has not been codified.
Legislative intervention is the most reliable method of incorporating
the Cavendish formulation into Indian law.5*

The only possible resolution, short of amending the Contract Act,
would be a careful and broad reading of Section 74, especially the
crucial phrase “reasonable compensation,” in the context of the
legitimate interest. The Malaysian Federal Court has attempted a
similar accomplishment.°

The courts may be persuaded to take this path in light of the Federal
Court’s ruling in Cubic Electronics and the Contract Act of 1872’s
provision that is in pari materia with its Malaysian counterpart. If they
do, the need for proportionality under the Cavendish formulation would
be satisfied by adopting a more expansive test of “correspondence”
between the quantities in place of the stress on an equivalency between
the loss and liquidated damages. This requires that the ideas established
by the Supreme Court in Kailash Nath be significantly revised.

The commercial justification test has evolved through many case laws
starting with the Lordsvale Finance Plc v Bank of Zambia (“Lordsvale
Finance”) case, which focused on whether a liquidated damages clause
is excessively disproportionate to the maximum conceivable loss from
the breach and if there is a legitimate commercial justification for the

64 Shiralkar.
85 Cubic Electronics.
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stipulated sum,® till Cavendish which talks of whether the detriment is
out of all proportion to any legitimate interest of the innocent party.%’

Under this test, a liquidated damages clause will not be simply
invalidated as being a penalty, even if there is a presence of a difference
in amount between the decided sum and likely loss.®® First, the court
must be convinced of the presence of a commercial justification for the
difference. Second, the court must be persuaded that the clause does
not have the primary purpose of deterring or punishing the breach.®
The formulation of Lord Dunedin in Dunlop was adopted in Lordsvale
Finance, especially the idea that an agreed sum will be void if its
primary goal is to discourage breach. ’® Justice Colman made it
abundantly evident by applying this approach to the facts that an
interest rate rise that occurred retroactively upon default would have
“all the indicia of a penalty.” But if a projected rise “could in the
circumstances be explained as commercially justifiable, provided
always that its dominant purpose was not to deter the other party from
the breach,” then there was no reason why it should be unlawful.”* This
observation was described as ‘helpful’, in a subsequent judgment’? as
there can be clauses which may operate on a breach which may fall into
neither of the categories but may be perfectly commercially
justifiable.”

8 Lordsvale Finance Plc v. Bank of Zambia (1996) 3 W.L.R. 688 (hereinafter
“Lordsvale Finance”).

67 Cavendish.

6 Paula D Baron, ‘The Doctrine of Penalties and the Test of Commercial
Justification’ (2008) 34 UWA Law Review, 42- 58.

8 ibid.

0 Lordsvale Finance.

" ibid.

"2 Cine Bes Filmcilik v Yapimcilik v United International Pictures [2003] EWCA Civ
1669.

7 Paula D Baron, ‘The Doctrine of Penalties and the Test of Commercial
Justification’ (2008) 34 UWA Law Review, 42- 58,
<https://www8.austlii.edu.au/au/journals/UWALawRw/2008/2.pdf>.
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For the law to exhibit actual commitment to the performance of
obligations, especially those made between parties of equal bargaining
power, the rule against penalties must become an exception and not the
rule.’* Continued use of the penalty rule in business agreements would
only result in one powerful party utilising the law to muscle their way
out of a valid and binding commitment to another. According to the
argument, accepted damage provisions should be presumptively legal
barring vitiating circumstances like undue influence and
misrepresentation. This will promote contracting, guarantee

predictability, and lower the expense of litigation.”

A key purpose of agreed damages is to reduce conflict and ease
compensation for non-performance. A security against non-
performance could be provided by agreed-upon damages. It shouldn’t
be necessary for the courts to get involved whether commercial parties
elect to include a collateral element to safeguard their agreements or
decide to construct their agreed damages provision to serve as a
compensation clause. '® What matters is whether the provision
accurately captures the parties’ intended purpose and legitimate interest.
Commercial parties stipulate damages in their contracts in order to
prevent having a third party determine what constitutes acceptable
compensation for a breach. This is to save parties’ expectations from
their contract and their time.

The commercial justification test is a more appropriate test than Dunlop
because it focuses on achieving commercially viable outcomes. Since
English law’s “disproportionality” criteria is more accommodating

"4 Oluwadamilola Odetola, ‘Penalties and Liquidated Damages in a Changing World’,
Afe Babalola University: J. of Sust. Dev. Law and Policy, 265-271.

S ibid.
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than Indian law’s “reasonableness” standard, the former is more likely
to enforce liquidated damages clauses.”’ If the liquidated losses clause
is interpreted as punitive, Indian law essentially gives courts the
authority to impose fewer damages than those specified in the contract.
Due to the possibility that breaching parties may attempt to reduce their
culpability from the amount specified in the liquidated damages
provision to what the arbitral tribunal deems acceptable, this may
arguably lessen party autonomy and increase the likelihood of
escalating and prolonging unnecessary conflicts.”® The Cavendish test
or the legitimate interest test, by narrowing interference with liquidated
damages clauses and increasing their enforceability, bolsters party
autonomy and could minimize unnecessary disputes.’®

It may be time to remove the blanket rule against penalties where the
commercially equal parties are concerned and put the commercial
justification test to use. Cavendish and Paciocco’s development of a
“multi-faceted” commercial interest test, while keeping in mind the
relative position of the parties, can together pave the path for a more
modern approach towards liquidated damages and penalty clauses
which keep in mind the legitimate interest of the party. It is time for the
Indian law to give increasing importance to party autonomy and
contractual freedom and move away from the outdated precedent of
Cavendish. This new standard will help enforce bargains and is more
commercially relevant in today’s times.

Nevertheless, there are other options besides importing the Cavendish
formulation in its original form. To preserve lawful business interests
within the parameters of proportionality and fairness, the Indian

77 Patil.
8 ibid.
9 Patil.
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judiciary may decide to create various standards and restrictions
appropriate for Indian reality.®

VII. TOWARDS A UNIFORM STANDARD

The “new” rule is not without its own problems. First, although the
UK Supreme Court has emphasised that it will adopt a principled
stance, it is not apparent what defines a “legitimate interest”.8!

Furthermore, it is unclear how the court will evaluate the harm inflicted
and decide whether it is unconscionable or proportionate. It was
possible to compare the harm caused in ParkingEye to that of other
systems of a similar nature, albeit this would not always be feasible.
Additionally, Cavendish maintained that Lord Dunedin’s test from
Dunlop is still relevant for “straightforward liquidated damages
clauses.” However, there remains confusion regarding what exactly
these clauses entail or how to apply Lord Dunedin’s test—especially

after Cavendish.

Finally, a few additional problems plague the penalty rule. One
criticism directed towards the Australian development of the penalty
rule, for instance, is that the inability to assess the available
compensation should not preclude the equitable jurisdiction from
applying; rather, it should be limited to determining whether the harm
inflicted was proportionate to the promisee’s interest.®? The court’s
declaration that the penalty rule cannot be avoided only by form and
that it will consider the content of the contractual term presents another

8 Shiralkar.

81 Wong Wen Jian, ‘Penalty Clauses’ (2018) Singapore Journal of Legal Studies, NUS
Faculty of Law, 104 — 127 <https://www.jstor.org/stable/10.2307/26649781>
(hereinafter “Wen Jian”).
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issue for the English evolution.®® However, the court did not offer much
advice on what actually qualifies as a penalty clause.

When implementing the legitimate interest test, it is imperative that the
courts use an evaluating methodology. A two-prong standard
application test for legitimate interest that has been the dominant theme
in various judgments is:

A. Whether there is a legitimate commercial interest in the
enforcement of the liquidated damages. (Legitimate
Commercial Interest)

B. Whether the liquidated damages clauses are unconscionable in
the view of the court. (Unconscionability)

F. LEGITIMATE COMMERCIAL INTEREST

The promisee’s legitimate interest can extend beyond monetary or
compensating concerns, as was noted in Cavendish. It might
encompass nearly anything.®* It has been determined that the following
are legitimate interests: keeping a product’s pricing structure in place,
upholding and safeguarding a company’s goodwill, making sure that
obligations are fulfilled on time, keeping up a plan to manage resource
availability and ensuring profitability, making sure that obligations are
fulfilled even in the event of no loss, preventing the promisor from
making money off of his breach, safeguarding trade secrets, trade
connections, and keeping a steady workforce, etc.® In addition to this,
potential damage to reputation®, acceleration of payments®’, increased

8 Cavendish.

8 Wen Jian.

8 Wen Jian.

8 Gray v Braid (2016) 8 WLUK 293.

87 ZCCM Investment Holdings Plc. v Konkola Copper Mines Plc. 2017 EWHC 3288;
Holyoake v. Candy 2017 EWHC 3397.
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rate of interest®, timely discharge of duties®, incentivising retention of
jobs® and increased performance® have also been held as legitimate
interests.

It is imperative that courts adopt a principled stance given the broad
spectrum of interests deemed to be lawful. Rather than assuming that
legitimate interests exist, they should explicitly state what constitutes a
legitimate interest and the categories of individuals who are considered
to have it.%? The promisee can misuse legitimate interests if they are
easily formed, and the courts will not have the authority to control
provisions of contracts that are thought to be unlawful.®® ParkingEye
(Cavendish) and Paciocco are examples of this, where profiting, even
from the breach was held to be a legitimate interest even if the profit
was of a substantial amount.

A fundamental critique of the new test is that it creates a great deal of
uncertainty, primarily because it is unclear what commercial interests
the courts will consider to be “legitimate” under this test.** A liquidated
damages clause hence is more likely to be enforced under the
“legitimate interest” regime if it relates to an essential contractual
obligation, the breach of which would have serious ramifications for
the contracting parties or third parties, including the general public.%

8 ibid, Cargill International Trading Pte. Ltd. v Uttam Galvia Steels Ltd. 2019
EWHC 476.

8 Honey Bees; Paciocco; GPP Big Field LLP v Solar EPC Solutions SL 2018 EWHC
2866.

0 Signia Wealth Ltd. v Vector Trustees Ltd. 2018 WL 02107059.

% ibid.

92 Wen Jian.
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% Mathias Cheung, ‘Shylock’s Construction Law: The Brave New Life of Liquidated
Damages?’ (2017) 33(3) Construction Law Journal, 173-187.

% Shiralkar, Solene Rowan, ‘The Legitimate Interest in Performance in the Law on
Penalties’ (2019) 78(1) Cambridge Law Journal, 148- 174.
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Courts should remember the need for the “legitimacy” of the interest
and make sure that this standard isn’t applied to support exemplary

damages.%

According to Cavendish, the most suitable individuals to decide
whether or not an interest is legitimate are those who have equal
bargaining power. Other legitimate interests should only be recognised
in exceptional circumstances, particularly when it is evident that both
parties agreed to it, and the parties should be presumed to have only an
interest in compensation for the maximum recoverable losses that can
be conceived at the time of the contract.®” This will allow the idea of
“legitimate interest” to function as a helpful control mechanism by
gradually defining what legitimate interests are based on prior
situations.

G. UNCONSCIONABILITY

The courts then weigh the promisee’s reasonable interest against
whether the harm inflicted is unconscionable. This presents another
issue. This might be simpler in cases with a market comparison
available for the imposed detriment, like in ParkingEye, even though it
does not prove that the imposed harm is unjust.%® However, in the
absence of a market comparison, it becomes more challenging.

The overall concept of unconscionability—possibly the primary
theoretical underpinning of the penalty rule—should also serve as the
foundation for the balancing approach used.®® As previously stated, if
the detriment imposed on the promisor exceeds and unfairly outweighs

% Shiralkar; Jessica Palmer, ‘Implications of the New Rule against Penalties’,
Victoria University Wellington Law Review (2016) 47(2), 305- 326.

9 Wen Jian.
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the promisee’s legitimate interests, it is unconscionable.'® There are
most importantly two kinds of unconscionability- procedural and
substantive. Since procedural unconscionability frequently indicates
substantive unconscionability, the first step in determining
unconscionability should thus be determining whether there is any
procedural unconscionability, such as abuse of bargaining power.'%

This is in line with the Cavendish method, in which the judgements
were largely influenced by bargaining strength and reasonable notice.
In Cavendish, the court provided some guidelines, suggesting that
before determining whether the detriment imposed was unconscionable
in comparison to the promisee’s legitimate interest, it would consider
the contracting parties’ equality of bargaining power, whether they
have been legally advised, whether there is reasonable notice of the
term alleged to be penal and whether there has been knowledge of the
promisee’s legitimate interest.'%? Additional factors that may contribute
to procedural unconscionability are the lack of negotiating and the
existence of any comprehensibility or negotiability issues.1%

Next, the courts should take into account a number of indicators of
substantive unconscionability, including the nature of the contract
(particularly standard form contracts), the amount of money paid by the
promisee (assessed holistically) in exchange for the benefit of the
alleged penalty clause, the degree of consideration that was lacking or
the degree of breach by the promisor that led to the operation of the
alleged penalty clause, the degree of disproportionality between the
harm inflicted and the harm to the promisee’s legitimate interest,

100 jbid.

101 Wen Jian.

102 Cavendish; Wen Jian; Goh Yihan and Yip Man, ‘English Reformulation of the
Penalty Rule: Relevance in Singapore?’ (2017) 29 Sing Ac LJ 257.

103 Wen Jian; Chin-Wishart, ‘Controlling the Power to Agree Damages’ Wrongs and
Remedies in the Twenty-First Century (Oxford University Press 2006).
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particularly in cases where there is blatant unfairness, and lastly, the
term’s effect on the promisor.1%4

This suggested method of weighing the promisee’s legitimate interest
against the detriment imposed on the promisor should allay worries that
the courts stop weighing factors altogether once a legitimate interest is
established and keep the penalty rule from becoming meaningless.'%
Additionally, it will be consistent with the general idea of
unconscionability that serves as the foundation for the punishment

rule.106

In most cases, the court takes into account variables including the
promisor’s lack of bargaining power, financial status, and evidence of
good faith, as well as the state of their health.!%” The parties’ status as
sophisticated, successful, and experienced commercial actors
bargaining on equal terms over a long period of time with expert legal
advice was essential in determining the parties’ genuine interest in
Cavendish.*%® The bargaining power of the contracting parties and their
access to legal counsel are important factors to take into account when
evaluating the questions of “extravagance, exorbitance, or
unconscionability,”  which are merely manifestations of
proportionality.1% It goes without saying that courts are more inclined
to uphold liquidated damages clauses in agreements between equal
commercial entities. Similarly, other things being equal, a carefully

104 Wen Jian.

105 jbid.
106 jbid.
107 Elizabeth Macknay, ‘Penalties and protecting legitimate interests: differences
between the United Kingdom and Australia’ (2015)
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negotiated clause between sophisticated commercial players would be

significantly easier to enforce under the new criteria. '

Some professionals have issued a different warning in this regard,
arguing that the Cavendish test makes liquidated damages provisions
more alluring to strong contractual parties. As a result, changes to the
legislation regarding unconscionability may be necessary in addition to

the genuine interest test.*'!

Despite the advancements in England and Australia, the penalty rule
continues to have its issues. Therefore, there is still room for reform of
the rule, however, as the rule was formulated by courts, it can be limited
by precedents. Any court may find it challenging to significantly
deviate from the accepted stance since it is constrained by its
precedents. ' It can be argued that for this reason, the judges in
Cavendish and Paciocco have indicated that legislative reform might
be required to address the fundamental issues with the penalty rule.
However, India is not yet restricted by precedents in this interpretation
of section 74 of the ICA and hence has its options open regarding how
it chooses to adopt the rule.

VIII. CONCLUSION

In Cavendish, the UK Supreme Court ruled that, although the Dunlop
legal precedent was suitable for resolving disputes regarding typical
consumer contracts with ordinary damages, it was not appropriate for

110 Solene Rowan, ‘The Legitimate Interest in Performance in the Law on Penalties’
(2019) 78(1) Cambridge Law Journal, 148 — 174.

11 Larissa Welmans et al, ‘The ‘Interest’ Based Penalty Tests in Paciocco and
Cavendish/Parkingeye and the Law of Penalties and Damages in Australia and the
United Kingdom’ (2018) 44(1) University of Western Australia Law Review, 157-
171.

112 Wen Jian.
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more complicated commercial agreements. * The Court
acknowledged, in Cavendish as well as Paciocco, that liquidated
damages clauses are used in a number of modern contracts to protect
business interests that go beyond the recovery of typical damages,
which are only compensatory in nature.*'* If not deemed excessive or
unethical, these legal, supra-compensatory, commercial interests
deserved to be upheld. This revised wording increases the likelihood
that the liquidated damages provisions would be enforced,
demonstrating a profound respect for party autonomy.1°

It is normatively desirable for legitimate interests to be protected in
contemporary economic contracts. Since contracts are expected to be
upheld, unless there are very strong justifications, the law generally
avoids reviewing the provisions of contracts in-depth. Party autonomy
is promoted by the “legitimate interest” test, which is a buzzword in
current international law. Adopting the Cavendish formulation would
be a positive step, as the Supreme Court of India has rendered several
significant judgements in the area of commercial law in recent years
that support concepts like party autonomy and freedom of contract.

Further, the advantages of including a liquidated damages clause in
commercial agreements are evident as given in Triple Point, Inc v PTT
Public Company Limited'*®. First, the non-breaching party can avoid
expensive and drawn-out litigation by using an LD clause, as it does
not raise concerns with evidence, heads of loss, or mitigation.'!’ Parties

13 Cavendish.

114 Cavendish; Paciocco.

115 Shiralkar.

Y8 Triple Point, Inc v PTT Public Company Limited [2021] UKSC 29.

117 Rachel Bowley and Gordon Drakes, ‘Liquidated Damages- recent development in
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can avoid the headache of calculating losses in the event of a breach of
contract by using an LD clause.!8 Second, LD can serve as a mutually
advantageous risk management provision by limiting the breaching
party’s exposure to liability while simultaneously giving the non-
breaching party certainty regarding the compensation to which it is
entitled. 1*® The parties are able to control the commercial risk
associated with the contracts they carry out. Additionally, LD clauses
crystallise the greatest risk as opposed to leaving it undefined. Finally,

there are incentives for the parties to finish on schedule.*?°

In conclusion, the recent developments in English law, particularly the
cases of Cavendish Square Holdings BV v. Talal El Makdessi and
ParkingEye Ltd. v. Beavis, have significantly reshaped the landscape of
contractual penalties and liquidated damages clauses. The traditional
“genuine pre-estimate of damages” criterion, deeply rooted in both
English and Indian legal traditions, has given way to a more nuanced
“disproportionality” test, where the focus is on whether the contested
clause is “out of all proportion to the party’s genuine interest in seeing

the relevant obligation enforced.”*?

While this shift marks a significant departure from established legal
norms, it brings with it the potential for a more modern and
commercially relevant approach to liquidated damages and penalty
clauses. The Cavendish and Paciocco tests, with their emphasis on
assessing the legitimate interests of the parties and the relative positions

law#:~:text=Benefits%2001%20a%20LD%?20clauseandtext=In%20short%2C%?20th
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of the contracting parties, provide a multi-faceted commercial interest
test that can guide Indian law in adopting a more flexible and pragmatic
approach.

It is imperative for Indian law to evolve in response to these
developments, emphasizing party autonomy, contractual freedom, and
the promotion of contracting in a predictable and efficient manner. This
new standard can help enforce bargains effectively and reduce
unnecessary conflicts, especially in contracts between parties of equal
bargaining power and sophistication.

As Cavendish and Paciocco’s tests gain recognition and acceptance in
the legal landscape, India should consider moving away from the rigid
application of the “genuine pre-estimate of damages” or Dunlop
principle. This evolution in Indian law will align it more closely with
the interests of modern commercial transactions.
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NEGLIGENCE VS COLLISION: AUDITORS’
LIABILITY IN INDIA THROUGH A WEALTH
MAXIMIZATION LENS

Krishna Natesan*

ABSTRACT

This study delves into the complexities of auditors’
liability under Section 140(5) of the Companies Act,
2013, with a focus on recent legal developments in
India. It examines the divergent interpretations
arising from key judgments, particularly the Bombay
High Courts N. Sampath Ganesh case and the
subsequent reversal by the Supreme Court in Union
of India v. Deloitte Haskins and Sells.

Drawing on Richard Posner’s economic framework,
the paper employs a wealth maximization model,
proposing that Section 140(5) should be interpreted
through Kaldor-Hicks efficiency, given the market's
elastic boundaries and the importance of consent in
wealth maximization.

The analysis explores the market implications of
these legal interpretations, particularly how they
incentivize auditor resignations and create market

* The author is a Fourth-Year student at National Law School of India University,
Bangalore.
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barriers. The study also examines the economic
rationale behind gatekeeper liability, portraying
auditors as ‘reputational intermediaries” who
influence market trust. Dissecting N. Sampath
Ganesh and Deloitte, the study unveils the nuances
of fraud criteria, raising questions about the
threshold for fraudulent behaviour and its impact on
auditors, especially smaller, honest firms. The
aftermath section explores the regulatory responses
and their contributions to shaping auditors’ liability.

The paper concludes by introducing a wealth
maximization model to interpret Section 140(5),
providing a nuanced perspective on auditors’liability.
While the Supreme Court focuses on a definitive
finding of fraud or collusion in government-initiated
cases, it leaves a gap in cases where the government
does not approach the Tribunal. The proposed model
suggests that the Tribunal has discretion to sanction
collusions deemed efficient, offering a refined view of
the National Company Law Tribunal's (NCLT) role
under Section 140(5).

Keywords: Auditors’ Liability, Companies Act 2013,
Wealth Maximization, Kaldor-Hicks Efficiency,
IL&FS Scandal, Richard Posner, Corporate Fraud,
Gatekeeper Liability.

I. INTRODUCTION

In May 2023, the Supreme Court of India held that the former statutory
auditors of IL&FS would be exposed to liability for fraud under the
Companies Act even though they had resigned from the Company
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before prosecution. * The judgment reversed the decision of the
Bombay High Court three years earlier, which granted the former
auditors a victory by holding that they could not be tried for fraud under
the Companies Act since they had resigned from their position as
auditors of IL&FS.? The fallout was that the High Court incentivized
resignations of auditor firms that sought to save themselves from the
grave liability under Section 140(5) of the Companies Act, 2013.
Auditor resignations, in turn, prompted investors to withdraw from
corporations, causing losses in the market to be difficult to compute.®

Auditor’s Liability is no stranger to controversy.* The traditional law
of negligence typically attributes fault and, therefore, causation only to
the parties to a behaviour that breaches prescriptions of law. On the
face of things, it looks like the law ‘scapegoats’ auditors by making
them primarily liable for the breaches of law committed by Companies,
whether or not the auditors played an active role in these violations of
law.® But this warrants a closer look — does the law really scapegoat
auditors, or is there an economically efficient reason to impose heavy
liability on auditors? Literature introduces auditors as ‘third party
gatekeepers’ — their liability stems from the fact that they have the
mandate and ability to prevent breaches yet fail to do so, even if they

Y Union of India v Deloitte Haskins and Sells Criminal Appeal 2305-2307/2022.

2 N. Sampath Ganesh v Union of India (2020) SCC OnLine Bom 782.

% Anirudh Laskar ‘Deloitte to resign as Adani Ports auditor — Resignation due to
‘difference of opinion’ on some transactions’ Livemint 17(191) (12 August 2023).

4 John C. Coffee, Jr. “What Caused Enron?: A Capsule Social and Economic History
of the 1990s’ Columbia Law School, The Center for Law and Economic Studies,
Working Paper No. 214.

5 Anirudh Laskar ‘Deloitte’s Adani Ports Exit reveals a Hindenburg link’ Livemint
17(192) (13 August 2023);

See also: Guido Calabresi, ‘“The Decision for Accidents: An Approach to Nonfault
Allocation of Costs’ (1965) 8(4) Harv L. Rev., 713-745; for an elaborate discussion
on how and why society makes the decision to pose costs on an individual where the
individual is not at fault.
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are not the puppet-master or cause of such breaches.® The author’s goal
in this article is to explain how Section 140(5) of the Companies Act
2013 is used to capture auditors’ liability by disallowing non-
consensual takings that are not prescribed to Kaldor-Hicks Efficiency.
The author will give an interpretative model to understand Section
140(5) through wealth maximization and show that the Deloitte case
leaves some room for wealth maximization as a tool for the Tribunals
to decide whether to impose liability against auditors or not. The
author’s analysis will detail how the Bombay High Court, dealing with
the fallout of the IL&FS financial scandal, has moulded Section 140(5)
of the Companies Act 2013 in ways that shape and incentivize auditor
resignations and how the Supreme Court’s interpretation of Section
140(5) allows limited legroom for permitting efficient collusions
between an auditor and a company.

II. ROADMAP

In Part I, the author will briefly summarize what wealth maximization
means. Professor Posner locates wealth maximization as a feature of
the market itself — that is to say, Kaldor-Hicks efficiency bears value
solely within the limits of the law. This is one of the key features that
makes wealth maximization different from utilitarianism. Since the
goal is to apply Kaldor-Hicks’ efficiency to the complicated
transactions in and of the Indian Auditor cases, the author feels it is
important to place greater emphasis on what Posner’s “market” means.
His assumptions that define the “market” are not completely clear from
areading of his articles, so they need explanation — therefore, the author
will use the Cathedral Model to better define the scope in which the
battle for maximization of Kaldor-Hicks efficiency plays out. The
author dubs this the ‘rubber band boundary’ definition of the market.

b Reiner H. Kraakman ‘Gatekeepers: The Anatomy of a Third-Party Enforcement
Strategy’ (1986) 2(1) OUP (hereinafter “Kraakman”).
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In Part II, the author will dedicate some portion of this essay to briefly
discuss the economics behind auditors’ liability and its historic
relationship with the law of negligence. This is important to better
appreciate the interpretative battle over Section 140(5) fought between
the minority shareholders and creditors, the auditors, and the Ministry
of Corporate Affairs in the cases of Sampath Ganesh v. Union of India
and Deloitte Haskins and Sells v. Union of India.

In Part I11, the author will discuss how wealth maximization can be used
as a tool or perspective to understand auditors’ liability in India. The
author will also show how the two cases and the provision itself have
had a distributive effect on how losses are shared in cases of collusion
between an auditor and corporate firms by targeting the ability of firms
to indemnify each other. The author shall cast a lot of other
observations regarding auditors’ liability in this portion of the essay as
well, such as how the provision targets opportunity costs itself and why,
despite being majorly stringent, the provision still demands a ‘fraud’
criterion to be met to impute liability.

III.SHAPING KALDOR-HICKS EFFICIENCY THROUGH
THE RUBBER BAND DEFINITION OF THE MARKET.

Richard Posner designed the theory of wealth maximization as a
method to guide public policy and Courts in making decisions about
liability, punishment, and the like. Posner’s Wealth Maximization is an
alternative to utility maximization.” The author will not go into much
detail about the problems of solely using utility maximization as a
decision-making criterion. Instead, the goal in this paper is to explain
how wealth maximization helps make sense of the law regulating third-
party gatekeepers in India.®

" Richard Posner, ‘The Ethical and Political Basis of the Efficiency Norm in Common
Law Adjudication’ (1980) 8 Hofstra L. Rev. 481, 491 (hereinafter “Posner”).
8 Kraakman.
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Wealth maximization, measured through Kaldor-Hicks efficiency,
means that in a given market, a transaction is efficient if it results in
gains to the winner that outweigh the harm to the loser(s).® Wealth
Maximization is recognized as more practical than Pareto’s superior
efficiency, which dubs any transaction as efficient only if it benefits at
least one person without harming anybody else. 1°

In Kaldor-Hicks s efficiency, essentially, “the winners win enough to
compensate the losers, even if they do not compensate anybody.”!?
This means that a transaction is efficient if there is a net positive gain
to society.

The problem with Kaldor-Hicks’ efficiency is twofold — first, it creates
the possibility for many situations where a party in the market is put to
losses due to no fault of their own. Second, a losing party does not have
to be compensated as long as the system has a net positive benefit.'?
But unlike utilitarianism, Kaldor-Hicks’ efficiency allows non-
consensual takings only if they are permissible under the rules of the
market — in this sense, wealth maximization is a form of constrained
utilitarianism. The market rules under which wealth maximization is

legitimate warrant more attention than what Professor Posner gives.
For instance, Posner does not make it explicitly clear what actions
within our system can be said to be ‘under the rules of the market’.

While the market is bound by rules, this rule boundary is elastic, not

See also: Stephen Bottomley, ‘Chapter 1 -Governance and accountability: a legal
approach to auditing’ in ‘Ethics and Auditing’ ANU Press, 4 — 6
<https://www.jstor.org/stable/j.ctt2jbj00.6> accessed 9 January 2023.

® Posner.

10 See also: Guido Calabresi, ‘The Pointlessness of Pareto: Carrying Coase Further’
(1991) 100(5) The Yale Law Journal, 1211-1237 for a discussion on why Kaldor-
Hicks efficiency is superior to Pareto-Optimal efficiency. Calabresi shows how in
very few situations in Pareto Superiority applicable.

11 Posner.

12 Richard Posner, ‘The Value of Wealth: A Comment on Dworkin and Kronman’
(1980) 9 Journal of Legal Studies 243.
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rigid. The author will clarify Posner’s implicit understanding of ‘the
market’ with the Cathedral Model and an illustration of nuisances.!3

Consider a firm ‘A’ that pollutes illegally at the cost of a fine. The
pollution results in damages worth ‘y’ to ‘B’. However, the profit
earned by A is 7y. Let the fine to be paid, as a liability rule, be worth
2y. This is Kaldor-Hicks efficient because A will continue to pollute as
the net gain to society, fine unconsidered is 6y, and the net gain to A
after paying the fine is 4y. This illustration is useful to show that even
if the law places a cost on the system, a violation of the law might be
Kaldor-Hicks efficient. In an alternate situation where the fine paid is
worth 80y, the initial transaction is still efficient, but the law makes it
unfeasible as the legal system values distribution over and above net
gains. The fine to be paid is merely a transfer from A to the government
and, therefore, does not affect net costs.

The takeaway is that violation of law within the market is still fair play,

as long as the law is only a liability type remedy designed to filter
unwanted violations from those that are ‘worthwhile’. That is to say,
the rule boundary is elastic, like a rubber band. When the transaction is
actually ‘illegal’ in its strong sense, the rubber band snaps.'* That is, it

13 Guido Calabresi and Douglas A Melamed ‘Property Rules, Liability Rules and
Inalienability:  One  View of the Cathedral’ (1972) 85, 1089.
See also: Ronald Coase, ‘The Problem of Social Costs’ (1960) 3 Journal of Law and
Economics (hereinafter “Coase”), for a discussion on the problem of externalities and
the question of distribution;
See also: Louis Kaplow and Steven Shavell: ‘Property Rules versus Liability Rules:
An Economic Analysis’ (1996) 109 Harv L. Rev. 714.

14 See also: Guido Calebresi, ‘The Decision for Accidents: An Approach to Nonfault
Allocation of Costs’ (1965) 8(4) Harv. L. Rev, 713-745, for a more eclaborate
discussion on the perception of liability rules in shaping violation of law without
eroding the moral basis for the law.

See also: Steven Shavell, ‘Liability for Harm versus Regulation of Safety’ (June
1984) 13(2) University of Chicago Press, 357-374, for a discussion on theoretical
determinants for when we desire liability and when we use the injunction,
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is protected by a property-type remedy, such as an injunction. Unlike
liability rules that filter them, property rules are designed to prevent
non-consensual takings altogether. Therefore, a breach of a property
rule is outside market permissibility and cannot be said to maximize
wealth. A breach of a liability rule is kosher as long as the violator pays
the costs for it.

Kaldor-Hicks efticiency allows for non-consensual takings. Therefore,
consent is important to Posner t00.*® Kaldor-Hicks efficiency means
that some people are put to losses against their will. Posner says that
because a Kaldor-Hicks regime is cheaper since it reduces transaction
costs, all market participants accrue benefits from it. If you choose to
enter into a market transaction, you also consent to the possibility you
might be put to losses, like how entering into gambling means you
consent to the possibility you will lose, if not the loss itself.*6 In Part
II1, the author will show why consent is important in understanding
Kaldor-Hick’s efficiency in auditor collusion.

IV.THE LAW AND ECONOMICS BEHIND AUDITORS’
LIABILITY

Auditors are Gatekeepers, a class of private actors that are cast with the
responsibility of preventing misconduct and wrongdoing of other
private actors because they are best positioned to prevent misconduct.*’
Gatekeepers are liable for their failure to deter other private players
from misconduct. Gatekeeper liability can be traced back to Vicarious
Liability in Tort Law.*® In vicarious liability, the master is liable for the

See also: Guido Calabresi, ‘Chapter II — Of Merit Goods - Commodification and
Command’ in The Future of Law and Economics, 31-38.

15 Posner.

16 Richard A. Posner, ‘The Ethical and Political Basis of the Efficiency Norm in
Common Law Adjudication’ (1980) 8 Hofstra Law Review 487.

17 Kraakman.

18 Kraakman.
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acts of his servant solely within the course of his business because the
master can incentivize certain aspects of the servant’s behaviour with
respect to the job. Basically, by changing benefits, the master can
change his servant’s predicted behaviour. Sl is the “implied authority
doctrine”, which says that an officer holder who is de facto incentivized
to act in various ways by the rules that come as part of his office
implicates his principal for his own misconduct, whether in the scope
of his business or not.*

Gatekeepers come in different colours. Some gatekeepers are like
bouncers at a club, much like how bouncers control who gets in.
Bouner-type gatekeepers control the allocation of merit goods, like a
pharmacist cast with the legal duty to provide drugs only on
prescription to patients.?’ Some are like chaperones in that the law
prescribes them a duty to veto or approve legal transactions made by
private players — auditor regimes are typically thought to fall under this
category?t. However; a closer look shows that auditor regimes work by
giving firms their ‘seal of approval’ or ‘good reputation’, which is an
important merit good in that it induces investment by third parties that
trust the audit regime. Auditors have the means to incentivize ideal
behaviour by offering firms seals of approval as a merit good. There is
no bright line between a bouncer-type regime and a chaperone-type
regime, but chaperone regimes have an ex-ante effect of looking into a
firm’s activities and grading them, whereas bouncer regimes act to
prevent harm altogether by excluding wrongdoers. Auditors, as
‘reputational intermediaries’, significantly reduce search and

19 Kraakman.

20 Reiner Kraakman does not make an attempt to exhaustively list the differences
between a bouncer and a chaperone regime. However, an understanding of the
‘bouncer regime’ is useful because it shows us how auditors do not merely act as
chaperones following commands. Auditors actively supply merit goods which for
which society has certain distributional preferences. It is these distributional
preferences that are gauged through wealth maximization in this essay.

21 ibid.
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information costs for investors and creditors by refusing to approve and
reinforce suspicious transactions.?? Auditor regimes exist because it is
far too expensive for the government to invest in checking company
accounts.?® Private auditor firms have the incentive to check company
accounts for remuneration because of the fact that accurate reporting
enhances their own reputation and makes their services more valuable.
But this doesn’t rule out the possibility that a private company might
collude with auditors by paying them a sum greater than their
alternative opportunity cost of accurate reporting.

The incentive problem exists in all forms of gatekeeping. The
gatekeeper’s incentive to deter misconduct might be tied to the market,
or to legal sanction, or both. Victims may privately incentivize auditors
to check the books of companies, but this causes a free-rider problem
because the benefits of an auditor regime in minimizing search and
information costs are non-excludable.?* Similarly, if the government
incentivizes auditors with the Carrot because company misconduct
cannot easily be identified by the public, a rent-seeking auditor may
still collude with companies unbeknownst to the rest of the world.
Therefore, most auditor regimes are regulated by a liability regime.?®

22 Kraakman.

2 Ronald Coase, ‘The Nature of the Firm’ (1937) 4(16) Economica, 386-405.

See also: Steven Shavell, ‘Risk Sharing and Incentives in the Principal-Agent
Relationship’ (1979) 10(1) The Bell Journal of Economics, 55-73 (hereinafter
“Shavell”).

24 Apart from the free rider problem, there is uncertainty of the limits of the indemnity,
causing the auditor firm to be unsure about the degree of diligence in its performance.
The lack of a liability rule would privilege larger firms over smaller ones because
economies of scale grant them the power to increase diligence without a significant
marginal increase in costs. This would impose market barriers on smaller auditor
firms.

See also: Coase for a detailed explanation on the dificuties in mimicing liability rules
through negotiation.

%5 Kraakman.
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In the common law, controversy surrounded the question of who
auditors owed duty to. Up to the 2010s, consensus across the world was
typical that auditors were ‘watchdogs’ and not ‘bloodhounds’.?® What
this meant was an auditor had to merely exercise a degree of diligence
in assessing the veracity of a firm’s financials, but not to uncover well-
hidden corporate fraud. Basically, an auditor was entitled to rely upon
corporate representations. In 1970, this changed with Pacific
Acceptance Corporation v. Forsyth, where auditors’ liability was
expected to be reasonably suspicious of corporate representations —
they needed to dig deeper.?’ By the 1980s and 1990s, in New Zealand,
auditors’ duty of care extended to those who are reasonably expected
to rely on auditor reports, like creditors and other stakeholders. The
U.S.A. and Australia extended the auditor’s duty of care to other
stakeholders who were close to shareholders and could be reasonably
foreseen using financial reports but excluded potential investors.?® The
watchdog and bloodhound standards of liability are both varying
degrees of negligence thresholds imputed on the auditor or auditor firm
itself. These forms of liability apply to the enterprise, treating it as a
‘black box’, allowing the enterprise’s constituent actors to decide for
themselves how to distribute losses internally. ?® This creates the
potential for auditors to shield their losses through indemnity contracts
with the companies they collude with, rendering penalties less effective;
therefore, from the perspective of wealth maximization, a collusive
transaction is Kaldor-Hicks efficient if the collusive auditor and errant
company distribute risks in a manner such that together, they gain more
than the losers, the other stakeholders lose.

% In re Kingston Cotton Mill Co. (No. 2) [1896] 2 Ch 279, 288-289.

21(1970) 92 WN (NSW) 29, [65] — [70].

28 Stephen Bottomley, ‘Chapter 1 -Governance and accountability: a legal approach
to auditing’ in Ethics and Auditing ANU Press, 4 — 6.

2 Christopher D. Stone, ‘The Place of Enterprise Liability in Corporate Conduct’
(1980) 90(1) The Yale Law Journal, 8.
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Promises of indemnity between an auditor and an errant firm have lots
of implications for the balance of risks.*° A company might promise to
indemnify an auditor such that even if collusion between the two is
detected, or at least only the misconduct of the errant company is
detected, the auditor firm can avoid losses.®! On the other hand, if an
auditor is expected to indemnify minority shareholders for their failure
to detect fraud, it would incentivize auditors to detect discrepancies
more rigorously. However, this additional cost in case of inability to
detect fraud might decrease the number of auditors in the market and
pose significant market barriers. With fewer auditor firms, majority and
minority shareholders would compete to quote the highest price to win
the auditors’ allegiance.®? Ironically, in a market with fewer auditors,
most operating with economies of scale in the market will make it too
expensive for smaller companies to seduce auditors. This is because
the merit good supplied by auditors in a market like this is a factor in
the auditor’s reputation; the value of an auditor’s stamp of approval
depends on how they are seen as honest — if big firms collude with
many companies, they erode their own value. Naturally, the hands of
supply and demand in a market like this place the value of auditor
collusion at a price only big firms can pay.

If the law poses significant costs to indemnity (such as provisions that
require Board Resolution to veto such contracts), the alternative is ex-
ante compensation for liability, which might not even accrue. This
result means a deadweight loss in society occurs because what would
be compensation to auditors for legal damage is now paid regardless of

30 Keith Bockus, Frank Gigler ‘A Theory of Auditor Resignation’ (1998) 36(2)
Journal of Accounting and Research (hereinafter “Bockus”).

31 Shavell.

32 Bockus.

33 A. Mitchell Polinsky, ‘Private versus Public Enforcement of Fines’ (April 1979),
NBER Working Paper Series, Working Paper No. 338, National Bureau of Economic
Research.
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whether or not the damage actually accrues, making it costlier for
collusion to happen. Nevertheless, the ability of parties to auditor
collusion to shift losses around according to how much each party
values the collusion means that these transactions can be easily crafted
to maximize wealth through sharing of the burden by indemnity or ex-
ante payment. Therefore, to break collusions is to hamper burden

sharing.3

V. WEALTH MAXIMIZATION AND AUDITORS’ LIABILITY
IN INDIA — AN ANALYSIS OF CASE LAW.

In this part of the essay, the author will discuss and interpret Section
140(5) using Posner’s Wealth Maximization model and contrast their
interpretation to that of the Courts in N. Sampath Ganesh and Deloitte.
The author will show there is scope for Courts to apply wealth
maximization after Deloitte.

Posner’s Wealth Maximization is backed by an understanding of the
rubber band definition of the market and an understanding of consent
from market agents. Here, the author will show how the Companies
Act backs an understanding of Posner’s consent in its statutory regime
and also show how the rubber band model works within the Companies
Act. The author will also discuss why our law forbids wealth-
maximizing transactions under s. 140(5) of the Companies Act.

Posner’s idea of consent is that parties willingly enter the wealth-
maximizing market knowing they might lose, and the cost is a more

34 The Indian Company Law’s transparency-driven provisions under Chapter X of the
Companies Act, 2013 create provisions designed to expose underhand transactions,
which helps break burden sharing before there is collusion. However, when we
employ ex-ante controls against burden sharing, it creates deadweight losses as we
ignore that certain transactions may be wealth maximizing without significantly
harming outsiders. Section 140(5) of the Companies Act, as the author explain in this
paper, works like a post-ex control on burden sharing and collusion which should
allow for wealth-maximizing transactions to take place.
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efficient market.®® Posner does not say so, but it is implied that consent
is premised on a knowledge of the consequences of the game. To make
consent legitimate, stakeholders must have some means to assess risks
against a particular auditor. Under the Companies Act 1956, this does
not exist. The 2013 Act does create risks to irresponsible to collusive
auditors by allowing shareholders to remove them via Special
Resolution.®® Therefore, even if minority shareholders cannot execute
auditor removal, the Special Resolution creates the opportunity for
investors to understand the company’s situation and leave if necessary.
A non-consensual taking to the detriment of minority shareholders by
illegal collusion between an auditor and a company falls under the
rubber-band definition of the market and, therefore, does not break the
possibility for Kaldor-Hicks’efficiency.

However, Section 140 of the Companies Act recognizes that
irrespective of consent, public preference and effects on third parties in
the market, such as potential investors and creditors, is a basis for
overriding investor-agent preferences.

The main body of S. 140(5) empowers any stakeholder to approach the
Tribunal to order the suspect company to change auditors.®’ It is
important to note here that the change is directed a) not to the auditor
but to the Company and b) there is a finding of fraud, premised on the
‘satisfaction’ of the Tribunal. The first proviso to Section 140(5)
dictates where the Central Government makes an application under s.
140(5), if the Tribunal is satisfied there is fraud, the Tribunal must
mandatorily order that the auditor shall cease functions. In essence,
where there is a finding of fraud, the Tribunal has a call option to direct
the Company to change the auditor. However, ifdoes the State files an
application under S.140(5), the order to cease operations is directed

3 Posner.
36 The Companies Act, 2013 (18 of 2013) s 140.
37 The Companies Act, 2013(18 of 2013) s 140(5).
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against the auditor and is of mandatory character. This seems odd but
coherent if interpreted through wealth maximization.

Under the main provision, if there is a finding of fraud, a minority
investor may choose to approach the Tribunal, and if the Tribunal is of
the opinion that there is ‘fraud’ between the auditor and firm is not
Kaldor-Hicks efficient, it will break the collusion by ordering a change
of auditors. Mere violation of liability rules will not ‘snap the rubber
band’, so fraud alone will not be lethal to the existence of Kaldor Hick’s
efficiency. The proviso embodies state paternalism — if the government
believes the collusion between the auditor and the company will have
dangerous negative externalities and distributional concerns for the
rest of the market, the NCLT breaks the collision. 38

Section 140(5)’s main body and first proviso require a mere
‘satisfaction’ for fraud, but the second proviso strongly implies a higher
threshold. The second proviso makes reference to a final order passed
against the auditor under Section 140 and provides for the disbarment
of auditor firms found guilty of fraud. As the reference made is to
Section 447, we might infer the threshold for fraud under the second

proviso is in pari materia with Section 447. As we see, the main body
of Section 140 speaks of an order against a company, not an auditor.
So, the second proviso kicks in only when the Central Government
applies under Section 140.

In summary, the main body allows the NCLT to direct the company to
change the auditor if it is satisfied with fraud in relation to the company
and the exchange is not efficient. But if the government makes the
application, and there is a similar satisfaction for fraud, the auditor is
barred from operation. Third, after an auditor is barred, the auditor is
assessed for fraud in relation to the company as per the elements under

38 Christine Holls, Cass R Sunstein, Richard Thaler, ‘A Behavioral Approach to Law
and Economics’ (1998) 50 Stanford Law Review 1471.
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s. 447 of the Act If innocent, the embargo on the auditor is lifted, but
the relationship between the Company and the auditor remains broken.
We know the requirements for fraud under the second proviso only, but
the requirements seem to be shielded for the main body.*°

The second proviso pierces the ‘black box’, placing the liability solely
and specifically on auditors by targeting their opportunity cost of

continuing as auditors via the threat of disbarment. This is not
something that firms can easily indemnify, hence reinforcing the role
of auditors as gatekeepers.*°

A. N.SAMPATH GANESH V. UNION OF INDIA — THE BOMBAY HIGH
COURT

N Sampath Ganesh was the attempt by the Ministry of Corporate
Affairs to hold the ex-statutory auditors of IL&FS Financial Services
Ltd.** Accountable for fraud leading to significant losses in the Market,
edging it closer to collapse. The crux of the case boiled down to
whether auditors who had resigned from IL&FS could be prosecuted
for fraud under the Companies Act 2013. The Ministry of Corporate
Affairs contended that Section 140(5) be interpreted in a manner that
empowers the Government to order the auditor to stand down, and only
on the auditor’s protest would the Tribunal enter the picture.*? Upon a
finding of fraud, the auditor will be forced to step down and

39 Adjudication Order (SEBI) No. Order/BD/NR/2020-21/7648-7649, [102].
Mukesh Maneklal Choksi v. Union of India Company Appeal (AT) No. 89 of 2019,
[29]; However, the NCLAT, in overruling a zealous application of s. 140(5) by the
NCLT [CP No.4365/140(5)/MB/2018] has converse held that mere negligence alone
cannot make out fraudulent conduct, or collusion, but that the misuse of an auditor’s
position may amount to fraudulent conduct.

40 Prathma Sharma “Former CJI Ranjan Gogoi nominated to Rajya Sabha” (Livemint,
16 March 2020) available at: https://www.livemint.com/news/india/former-cji-
ranjan-gogoi-nominated-to-rajya-sabha-11584375305572.html.

4 N Sampath Ganesh v. Union of India 2020 SCC OnLine Bom 782.

42 N Sampath Ganesh v. Union of India 2020 SCC OnLine Bom 782 [160], [177].
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subsequently disbarred from auditor services (as per the second
proviso). This interpretation that does not let auditors get away with
collusion by resigning is marred with short-sightedness since it leads
to an actual finding of fraud and not mere ‘satisfaction’ as under the

provision.*

The Bombay High Court declared that S.140(5) is a summary
procedure designed merely to break the “unholy collusion between an
auditor and a firm to prevent damage to the Company and its
shareholders.”* In this sense, the Bombay High Court is concerned
with Pareto superior efficiency and not wealth maximization. As per
the Bombay High Court’s interpretation of the provision, the Tribunal
may order an auditor to step down as per the first proviso on the
satisfaction of fraud in relation to a company, and only if the auditor is
recalcitrant will the NCLT issue a ‘final order’ on an objective finding
of fraud. Essentially, the High Court’s construction of the provision
induces an auditor to step down, upon which he cannot be prosecuted

for fraud and disbarred as per the second proviso.*

While this was a win for the auditors, the Bombay High Court failed to
consider the distributional consequences of its verdict. By incentivizing
auditor resignations, not only does the Court create market
uncertainties, but it also inadvertently creates an anticompetitive effect.
An auditor resignation is a signal of some malaise within a company,
meaning only auditors larger than the resignee auditor can make efforts
costlessly due to economies of scale. Hence, a market that privileges

43 N Sampath Ganesh v Union of India 2020 SCC OnLine Bom 782 [204] (Point XXI,
XXII, XXIII. XXVID).

See also: Christine Holls, Cass R Sunstein, Richard Thaler, ‘A Behavioral Approach
to Law and Economics’ (1998) 50 Stanford Law Review 1471.

4 N Sampath Ganesh v Union of India 2020 SCC OnLine Bom 782.

4 M/s P Murali and Co, the statutory auditor for Brightcom Group Limited resigned
because of the ongoing SEBI inquiries and other regulatory matters that have come
to our attention”. Interestingly, the resignation of M/s P Murali and Co was preceded
by the resignation of PCN and Associates from Brightcom Group Limited.
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auditor resignation substitutes the demand for small auditors for larger
auditor firms.

B. UNION OF INDIA V. DELOITTE HASKINS AND SELLS

N. Sampath Ganesh was a series of auditor resignations motivated by
the desire to evade legal liability. On appeal, the Supreme Court
reversed N. Sampath Ganesh, holding that resignation would not shield
an auditor from prosecution for fraud under Section 140(5), echoing
the sentiment that auditors ought not to get away with fraud.*® The
Supreme Court, like the Bombay High Court, held that the first proviso
was a temporary measure to break the unholy collusion between auditor
and company, based on a prima facie satisfaction that fraud has been
committed and when circumstances warrant substitution. The second
proviso is attracted as a natural consequence to the first, and a full
hearing is granted to ascertain whether the auditor “acted in a
fraudulent manner or abetted or colluded in, or by any fraud in relation
to a Company...”. 4’ There is no difficulty in ascertaining the liability
of an auditor for colluding in fraud committed by the company, but the
trouble is there is no precedent set to tell us what a “fraudulent manner”
is. Consider, then, the situation of a small, ‘honest’ auditor who does
not abet or collude in fraud by a company but is deathly afraid of being
held liable for acting in a “fraudulent manner” for any negligence.*®
This tremendously raises costs for honest auditors who increase
supervision over a company’s activities, which ironically gives them

4 Union of India v Deloitte Haskins and Sells Criminal Appeal 2305-2307/2022
[5.2].

4 Union of India v Deloitte Haskins and Sells Criminal Appeal 2305-
2307/2022 [5.2], [6.0].

48 There is a degree of acoustic separation between the conduct rule; that is, to not act
fraudulently and the decision rule, which is unknown to us, but seemingly known to
adjudicators who use some amorphous standard of negligence.

See also: Meir Dan-Cohen, ‘Decision Rules and Conduct Rules: On Acoustic
Separation in Criminal Law’ (1984) 97(3) Harv L. Rev, 625-677.
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an incentive to collude with companies. The goal of the law should not
just be to increase consequential costs for collusive and negligent
auditors but to reduce costs for honest ones.

VI.THE AFTERMATH

In June, the NFRA (National Financial Reporting Authority) released
an interpretative circular*® following the Supreme Court in Deloitte to
the effect that resignation from audit engagement would not absolve
auditors from reporting suspected fraud. It is still unclear what
constitutes a “fraudulent manner” under Section 140(5) and its
confluence with various reporting requirements for auditors. Over the
past few years, the Securities and Exchanges Board of India (SEBI)
has proceeded against auditors for ‘fraud’ under the Unfair Trade
Practices regulations and fined them under the same.® The law seems
to be inchoate — auditors’ liability is shaped by the Ministry of
Corporate Affairs, Tribunals and Courts, the SEBI, the NFRA, and the
Institute of Chartered Accounts. These institutions have not brought
clarity and do not seem to proceed on any understanding of efficiency,
focussing effort instead to prevent all forms of auditor-company
collusion, a task that might not be worth our while.

VII. CONCLUSION

The Supreme Court of India has read Section 140(5) of the Companies
Act, 2013 to entail a definite conclusion on a question of fraud.
However, this interpretation only applies where the Government
approaches the Tribunal. Where Section 140(5) is attracted otherwise,
case law is silent on whether there must be a finding of fraud. The
author has adopted a “rubber-band” model of Wealth Maximization to
argue that efficient collusions be allowed by the Tribunal. This

49 NF-25013/2/2023 <https://nfra.gov.in/nfra-circular-on-statutory-auditors-
responsibilities-in-relation-to-fraud-in-a-company/>.
%0 Adjudication Order (SEBI) No. Order/BD/NR/2020-21/7648-7649 [102].
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interpretation continues to hold value because it does not contradict law
laid down by N Sampath Ganesh or Deloitte.

The Supreme Court is silent on the interpretation of the main body of
Section 140(5) itself, so we must defer to the text, which gives the
NCLT a call option to change auditors; by using the word may.
Therefore, Deloitte casts precedent only where the Ministry of
Corporate Affairs applies under Section140(5). The Tribunal is free to
use the principles of wealth maximization, as discussed in Part II, to
come to a determination in all cases where the Government does not
steer the ship. As such, where the Government considers a collusive
transaction a threat to the market, as per Deloitte, a conclusive finding
of fraud disbars the auditor altogether.

Where the Government approaches the Tribunal, the effect of Deloitte
is to continue proceedings until a conclusive finding of fraud,
irrespective of whether he or she resigns. If the application to the
Tribunal is merely by a stakeholder, the Tribunal should can break the
collusion if it is inefficient

This author also discusses several consequences regarding distribution
of risks to auditors due to interpretations in Deloitte; specifically how
honest auditors are unduly burdened. The jurisprudence surrounding
auditors’ liability is vacuous in India, with institutions like SEBI also
proceeding against them under the Securities and Exchanges Board of
India (Prohibition of Fraudulent and Unfair Trade Practices)
Regulations 2011. Moreover, the standard for fraud is indeterminate
and does not create certainty by which audit firms can guide their
conduc

71



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

STRENGHTENING THE RBI NBFC-P2P
GUIDELINES: EVOLVING A MODEL OF
DEVELOPMENT FOR P2P LENDING FIRMS

Shivi Agarwal and Tarpan Soni *
ABSTRACT

The RBI, in order to regulate this growing space,
introduced the NBFC-P2P lending Guidelines in
2017 to manage the registration process and regulate
the activities of P2P platforms. However, recent
observations by the RBI indicate that various
platforms are indulging in practices that go against
the present guidelines and not adhering to their
intended spirit. Additionally, certain detrimental
market practices of the NBFC-P2Ps like default loss
guarantees, growing interest in secondary markets
for P2P loans, etc. are not sufficiently captured by the
present guidelines, thereby remaining unregulated.
This research arises from the need to evaluate the
gaps in the existing regulatory guidelines, as these
new practices raise concerns about financial stability
and users ’protection. The present article first aims to
explain the current P2P lending Guidelines briefly.
Secondly, it examines a recent inquiry by the RBI into

* The authors are Third-Year students at Rajiv Gandhi National University of Law,
Punjab.
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various NBFC-P2P Platforms. Thirdly, it provides
prospective amendments to the current Guidelines
and potential measures to regulate the areas left
unregulated. Fourthly, it advocates for a mandatory
winding down plan for P2P Lending companies,
followed by the conclusion.

Keywords: P2P loans, Credit, winding up, RBI
inquiry, Interest, P2P Platforms, secondary markets.

I. INTRODUCTION

Peer-to-peer (“P2P”) lending is a crowdfunding arrangement that acts
as an alternative to the traditional banking system of undertaking
loans.! It creates an online marketplace where potential lenders and
borrowers interact with each other and decide the terms and conditions
of the loan on their own, thereby surpassing the traditional system of
banks. It is a significant fintech innovation that completely runs on
technology? to enable lenders to provide financial assistance of an
unsecured nature to those borrowers that are untapped by the banking
system.  These platforms provide numerous ancillary services,
including undertaking due diligence of participants, credit assessment
and risk profiling of borrowers, among others. Some of these functions,

! Gustav Claesson and Marcus Tengvall, ‘Peer-to-Peer Lending: The Effects of
Institutional Involvement in Social Lending” (2015) <https://www.diva-
portal.org/smash/get/diva2:812631/FULLTEXTO1.pdf> accessed 10 January 2024.
2 Erik Feyen et al., ‘Fintech and the digital transformation of financial services:
implications for market structure and public policy’ (2021) Bank for International
Settlements BIS Papers No 117 <https://www.bis.org/publ/bppdf/bispap117.pdf>

3 Traci L. Mach, Courtney M. Carter, and Cailin R. Slattery, ‘Peer-to-peer lending to
small businesses’ (2014) Federal Reserve Board
<https://www.federalreserve.gov/pubs/feds/2014/201410/201410pap.pdf> accessed
10 January 2024.
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including credit assessment, customer acquisition, etc., are outsourced
to third-party players as well.*

P2P Lending platforms have filled the vacuum created by institutional
financial sources by acting as a complementary force for lending and
borrowing and have been growing since then.® They help individuals
with low credit scores to secure loans without any hassles and other
enterprises that are unable to approach formal institutions.® At the same
time, they act as an additional investment opportunity for the lenders
to invest in. The first global P2P platform was launched in the UK
named Zopa’ (2005), followed by Prosper® in the USA. In India,
Faircent® was the first P2P lending firm, which was launched in 2013,
and considerable developments have been made since then. In order to
regulate this area, the RBI in 2017 introduced the RBI Master
Directions - Non-Banking Financial Company — Peer to Peer Lending
Platform (Reserve Bank) Directions, 2017 (hereinafter referred to as
‘P2P Lending Guidelines’ or ‘Guidelines’). All the P2P lending
platforms in India are mandated to follow these RBI issued Guidelines.
However, the RBI has found that these Guidelines are not being
complied to their full spirit by various P2P lending market players.

4 Jitendra Soni and Kanad Bagchi, ‘RBI Paper on Peer-to-Peer Lending: A Case of
Unmindful Contradictions’ (The Wire, 23 May 2016) <https://thewire.in/banking/rbi-
paper-on-peer-to-peer-lending-a-case-of-unmindful-contradictions> accessed 10
January 2024.

> Namratha Minupuri, ‘Rushing to Regulate: Rethinking the RBI’s Directives on
Peer-to-Peer Regulations in India’ (2019) 33 Emory Int’l L. Rev. 433, 433-434, <
https://scholarlycommons.law.emory.edu/eilr/vol33/iss3/4/> accessed 10 January
2024,

6 Finance Magnates Staff, ‘What Are the Biggest Benefits of P2P Lending?’ (Finance
Magnates, 6 Feb 2023) <https://www.financemagnates.com/fintech/p2p/what-are-
the-biggest-benefits-of-p2p-lending/> accessed 10 January 2024.

7 Zopa <https://www.zopa.com/> accessed 14 August 2023.

8 Prosper <https://www.prosper.com/> accessed 14 August 2023.

® Faircent <https://www.faircent.in/> accessed 14 August 2023.
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In June last year, RBI made an inquiry into different P2P lending
platforms and their consumer-facing applications to understand and
keep a check on the activities of these platforms.® Although it has been
almost six years since the Guidelines were introduced, and they have
been amended frequently, there are certain market practices of the
NBFC-P2Ps which are not sufficiently captured by the present NBFC-
P2P Guidelines, thereby remaining unregulated. !* Keeping such
practices unregulated can possibly have certain consequences for the
participants on these platforms. Apart from this, different market
players are also indulging in practices that fall afoul of the present
Guidelines and are not following them to their true spirit. The recent
RBI inquiry broadly dealt with the above two issues.

The present article, first explains the current P2P Lending Guidelines,
briefly (II). It then goes on to explain the recent RBI inquiry into the
NBFC-P2P Platforms RBI (III). This is followed by suggesting
prospective amendments to the current P2P Lending Guidelines as well
as suggesting prospective measures to regulate the areas that have been
left unregulated by the RBI till now (IV). The aim is to create a delicate
balance between financial innovations in the P2P Lending market and,
at the same time protecting the interests of the investors/lenders and
borrowers. The next section deals with certain other practices which
the RBI must adopt, keeping in mind the lessons learnt from failed P2P
regulations around the world and adopting best practices from the very

10 Pratik Bhakta ‘After online payments, digital loans, now P2P lending under RBI
lens’ (The Economic Times, 6 June 2023)
<https://economictimes.indiatimes.com/tech/technology/after-online-payments-
digital-loans-now-p2p-lending-under-rbi-
lens/articleshow/100775366.cms?from=mdr> accessed 10 January 2024.

1 Hemant Kashyap, ‘P2P Lending Under Scanner as RBI Quizzes Startups’ (Inc42,
6 June 2023) <https://inc42.com/buzz/p2p-lending-under-scanner-as-rbi-quizzes-
startups/ accessed 10 January 2024> (hereinafter “Hemant”).
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few mature P2P lending jurisdictions (V). The final section concludes
the article (VI).

II. THE CURRENT NBFC-P2P LENDING REGULATIONS

In India, the P2P lending market has come a long way from being a
novel concept to a regulated industry. The development of a new sector
brought with it the need to introduce regulations surrounding it. The
sudden and massive downfall of the P2P lending industry in China®?,
leading to the loss of wealth of a large number of people, highlighted
the need for regulating the P2P lending industry. As a result, the RBI in
2017 introduced the RBI P2P Lending Guidelines.

Currently, the market has around 20-25 lakh investors with
approximately Rs. 20,000 crores worth of distributed loans, and it is
expected to grow to Rs. 75,000- 80,000 crores by 2025.2 Currently,
P2P lending differs from other types of investment instruments such as
equity, mutual funds, etc. While all the other investment options are
regulated by the Securities and Exchange Board of India (“SEBI”),
these platforms are regulated by the Reserve Bank of India (“RBI”).
Some of the prominent RBI-registered NBFC- P2P in India include Len
Den Club, Faircent, Liquiloans, Finzy, i2ifunding, Lendingkart, etc.'4

2 Sunny Yangguang Huang, ‘Why did the Peer-to-peer Lending Market Fail in
China?’ (HKUST IEMS, 2 December 2021) <https://iems.ust.hk/events/academic-
seminar/202 1/huang-peer-to-peer-lending-market-fail-china> accessed 10 January
2024. (hereinafter “Huang”)

13 Teena Jain Kushal, ‘Investors earned 12% on LenDenClub’s P2P platform since
July 2022, says Co-Founder Bhavin Patel’ (Business Today, 13 July 2023)
<https://www.businesstoday.in/personal-finance/investment/story/investors-earned-
12-on-lendenclubs-p2p-platform-since-july-2022-says-co-founder-bhavin-patel-
389438-2023-07-12> accessed 10 January 2024 (hereinafter “Kushal”)

14 Admin, ‘Top Peer to Peer (P2P) Lending Platforms in India’ (Lendenclub, 8 April
2022)  <https://www.lendenclub.com/blog/top-peer-to-peer-lending-platforms-in-
india-2022/> accessed 10 January 2024 (hereinafter “Admin”)
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The RBI P2P Lending Guidelines provide a detailed outline of all the
rules and regulations that are to be followed by all prospective and
existing entities that are carrying out the business of P2P lending.*® The
Guidelines specify the eligibility criteria of a non-banking institution,
at the same time explaining the process of registration. As per the
Guidelines, a new NBFC-P2P intending to undertake the business is
required to obtain a Certificate of Registration (“CoR”) [Paragraph no.
5 (i1)]and shall compulsorily have a net owned fund of not less than 2
crores [Paragraph no. 5(iii)]. Further, RBI has explained the scope of
its activities by designating the entity as an intermediary that acts as an
online marketplace for the participants involved in P2P lending.
Participants in the Guidelines are explained as persons who have
entered into an arrangement with an NBFC-P2P to lend or avail of its
loan services [Paragraph no. 4(iv)]. The NBFC-P2P has been explicitly
barred from performing activities like lending on its own, providing or
arranging any credit enhancement or credit guarantee, facilitating any
secured lending, holding the funds received from lenders for lending or
funds received from borrowers on its own balance sheet, cross-selling
any product, or permit any international flow of funds [Paragraph 6(1)].

At the same time, NBFC-P2P shall undertake due diligence on the
participants and credit assessment and risk profiling of the borrowers
[Paragraph 6(2)]. This requirement ensured that the lenders had
complete knowledge of the credit history of the borrowers. They are
also required to undertake prior consent of the participants to access
their credit information and documentation of loan agreements
[Paragraph 6(2)(i1)]. Further, while leveraging funds, the entities are
required to maintain a Leverage Ratio (Total Outside Liabilities
divided by Owned Funds, of the NBFC-P2P) of less than or equal to 2,

15 Reserve Bank of India, Master Directions, Non-Banking Financial Company — Peer
to Peer Lending Platform (Reserve Bank) Directions, RBI/DNBR/2017-18/57 (issued
on 4 October 2017).
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and the aggregate loan that can be borrowed by an individual across all
P2Ps shall not exceed Rs. 10,00,000. Apart from that, a single lender
should not be exposed to a single borrower for amounts exceeding Rs.
50,000, and the maturity of loans shall not exceed 36 months.
[Paragraph 7(1)(2)(3)]

While enlisting numerous obligations for P2P platforms to conform to,
the RBI has provided them with the laxity to outsource their financial
services without any prior approval of the RBI [Paragraph 8(2)].
However, they shall be responsible for the acts performed by their
service providers, and these arrangements could be subject to on-site/
off-site monitoring or inspections [Annexure VI (Paragraph 1.6]. Also,
P2P entities have certain disclosure requirements for the lender and
borrower to comply with. While the lenders shall be made aware of all
the details of the borrower, including his personal identity, amount
required, interest sought, and credit history, the borrowers shall only be
disclosed the proposed amount by the lender and interest offered by
them (Paragraph 11).

Therefore, it can be said that the P2P Lending Guidelines in their
present state try to ensure that the interests of both the lenders and the
borrowers by including various safeguards. However, as will be
discussed in the following sections not only are these regulations not
being followed completely, there are certain practices of the P2P
Lending Platforms, which the present Guidelines do not fully capture.

III.THE RECENT RBI INQUIRY INTO NBFC-P2P
PLATFORMS

Numerous news articles reported in June in the year 2023 that RBI had
made an inquiry into different P2P NBFCs and their partner consumer-
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facing applications posing different queries to these platforms.* The
purpose of this inquiry was twofold. First, to check the actions of these
platforms in certain areas of P2P lending which have not been regulated
by RBI as of now. Secondly, to check whether the present practices
being adopted by the P2P NBFCs are in conformity with the P2P
Lending Guidelines. It is expected that the RBI will bring regulations
covering these unregulated areas soon.

The areas of P2P Lending in which the RBI has made the inquiry
include default guarantee arrangements, the secondary market of P2P
loans, interest rates being charged by the platforms, balance sheet
lending and support, offering instant withdrawal, and the use of
participant funds by the Platforms.!” These aspects have been dealt
with in detail in the next section, along with the prospective ways to
deal with or react to these practices of the P2P Lending Platforms.*®

The recent RBI inquiry has come in the backdrop of RBI regulating
different banks/NBFCs (Regulated Entities) indulged in digital lending
through the Digital Lending Guidelines released last September and the
Default Loss Guarantee Guidelines released in June this year.!® These
Guidelines, too, had come in the wake of RBI regulating the
unregulated digital lending sector in its bid to protect the interests of
the people. These Guidelines had put to a screeching halt the different
damaging practices that were being undertaken by these banks/NBFCs
in partnership with their Lending Service Providers (LSPs)/Digital

16 Hemant.

" Huang.

18 Kushal.

1% Guidelines on Default Loss Guarantee (DLG) in Digital Lending, RBI/2023-24/41
(8 June 2023)
<https://tbidocs.rbi.org.in/rdocs/notification/PDFs/NT4142A9CBCE6AC04882AD
2C3B1E8718965C.PDF>.
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Lending Applications (DLAs). Before the release of these Guidelines,
arrangements were in place for 100% Default Loss Guarantees between
the Regulated Entities and LSPs/DLAs, which virtually transferred all
the risk to these unregulated players. Further, there were concerns
surrounding the role of LSPs/DLAs in the mechanism of funds transfer
between the Regulated Entities and the borrowers. This led to RBI
mandating the transfer of funds directly between the Regulated Entity
and the Borrower without involving any hop-in account of the LSP.
Apart from this, the Guidelines dealt with other significant aspects such
as storage and protection of data, Key Fact Statements, etc.

It is expected that post its inquiry, the RBI, in a similar manner, will
further amend its existing NBFC-P2P Regulations and might bring in
new regulations as well to regulate the unregulated practices in the P2P
Lending sector.

IV. PROSPECTIVE MEASURES TO PROVIDE THE BEST
ENVIRONMENT FOR NBFC-P2P PLATFORMS

As mentioned above, the recent RBI inquiry can be divided into two
broad categories. First, to look into certain activities or practices that
have not yet been regulated by RBI. Second, to investigate certain
activities that are not in consonance with the current P2P Lending
Guidelines. The activities that come under the latter category include
platforms providing instant withdrawal of funds, indulging in balance
sheet lending and support, making use of the participant funds, and
default loss guarantee arrangements being entered into by the NBFC-
P2P platforms. The first three aspects can be termed as “Balance Sheet
Lending” only and will be dealt with as one single issue in this section,
while default loss guarantee arrangements will be discussed separately.
The activities which fall under the category of areas not being regulated
by RBI as of now, include charging high-interest rates by the P2P
Lending platforms and the secondary market of P2P loans being
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operated by these NBFC-P2Ps. These, too, will be dealt with separately
in this section.

The authors in this section explain each of the market practices covered
above while suggesting how RBI can regulate these practices moving
ahead to ensure that there is a balance between stimulating the growth
of P2P Lending and protecting the interests of the lenders and
borrowers on these platforms. This has been done by the author’s own
analysis, analyzing the foreign jurisprudence surrounding P2P lending
regulations and analyzing RBI’s other Guidelines on similar issues,
such as digital lending and default loss guarantee, among others, to
curate best practices for the Indian P2P market. Sub-sections A and B
cover the regulated domains (Default guarantee and Balance Sheet
Lending). Sub-sections C and D cover the unregulated domains
(Secondary Market and Interest Rates).

A. DEFAULT GUARANTEE ARRANGEMENTS

Default Loss Guarantee Arrangement(s) refers to an arrangement
between two parties wherein one party guarantees to make good the
loss suffered by a lender in case of default by the borrower. In the P2P
Lending parlance, such arrangements can be referred to as those
arrangements in which an NBFC-P2P lending platform or its
consumer-facing application agrees to compensate the loss suffered by
lenders on the platform, owing to a default made by the borrowers on
the platform. This implies that a P2P platform or its application can
simply project itself as an alternative to banks’ saving schemes,
providing even higher interest rates than the banks. This means that
from the perspective of a lender, it is an investment platform without
any sort of risk involved and provides much greater interest than banks.
In such arrangements, rather than P2P platforms acting as a
marketplace for allowing the lenders and borrowers to connect and
decide their own terms and conditions for lending, they ultimately tend
to involve their own guarantee schemes to attract lenders. As discussed
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above, such arrangements have been explicitly barred by the RBI for
the reason that it did not want these platforms to get exposed to loans
themselves.? Such a condition was introduced by the RBI in light of
the frauds committed by P2P platforms in various countries like China,
where the platforms were allowed to enter into credit guarantee
schemes to ensure secured lending by lenders and ultimately ended up
lending up on their own, further acting like shadow banks.?

However, in the present times, there is a need for RBI to understand
that credit guarantee schemes act like a catalyst for increasing the
growth of required industries that are still in their nascent stage. Still,
about 22% of Indians do not own a bank account,?? and NBFC-P2P
platforms act as an alternative source for fulfilling the credit needs of
people who do not have access to banking facilities. Additionally, since
these platforms are available online and can be accessed anywhere-
anytime, they act as a viable source of funding for individual and small
businesses that cannot access bank loans due to low credit scores.? RBI,
by not allowing them to provide credit enhancement schemes, only
fails to accomplish its own objective of shooting up P2P lending.

Additionally, the Digital Lender Association of India (DLAI), in its
discussion document, also highlighted the need to allow P2P lending
platforms to arrange credit guarantee schemes by citing examples in
which the RBI has earlier introduced various credit guarantee schemes

20 Pratik Bhakta, ‘P2P companies can’t take loan exposure’ (The Economic Times, 5
October 2017) <https://economictimes.indiatimes.com/markets/stocks/news/p2p-
companies-cant-take-loan-exposure/articleshow/60949620.cms?from=mdr>
accessed 10 January 2024.

2L Admin.

2 The Global Economy
<https://www.theglobaleconomy.com/India/percent_people bank accounts/>
accessed 10 January 2024.

3 OECD <https://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf>
accessed 25 July 2024.
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to improve the flow of credit to MSME and micro funded sectors.?* For
example, The Emergency Credit Line Guarantee Scheme (ECLGS) in
which loan is provided to the MSMEs and a 100% guarantee is
provided to the lending institutions against any loss that might be
suffered by them due to default in loans advanced.?® Another example
relates to the MUDRA scheme in which a loan up to Rs. 10,00,000 is
provided collateral-free, and a Credit Guarantee Product is provided to
the lending institution to mitigate the issue of collateral-free loans.
Furthermore, as mentioned above, as per the new FLDG Guidelines as
well, REs and LSEs can enter into an agreement to provide a 5%

guarantee cover of outstanding loan portfolios to REs which include
banks and NBFCs.

On the basis of the above examples, it can be concluded that since the
RBI is itself providing a credit guarantee scheme, at the same time
allowing the fintech companies to provide DLG cover up to 5%, it can
also allow NBFC-P2P lending platforms to arrange credit guarantee
from other regulated entities. This arrangement will further help in
enhancing the trust of lenders and borrowers in the platform, which will
prove to be a viable option for investment and borrowing.

The United Kingdom Guidelines for P2P lending entities issued by the
Financial Conduct Authority (FCA)?® require the platforms to set up
contingency funds by collecting amounts from lenders and borrowers
and it requires it to be marketed as an advantage. The fund shall be

24 Digital Lending Association of India, ‘Feedback on Regulations: NBFC — Peer to
Peer Lending Platform (Reserve Bank) Directions (2017) <https://www.dlai.in/wp-
content/uploads/2018/01/DLAI-Feedback-to-RBI-on-P2P-regs-1.pdf> accessed 10
January 2024.

% Emergency Credit Line Guarantee Scheme <https://www.eclgs.com/> accessed 10
January 2024.

% Loan-based (‘peer-to-peer’) and investment-based crowdfunding platforms:
Feedback to CP18/20 and final rules, PS 19/14 (June 2019)
<https://www.fca.org.uk/publication/policy/ps19-14.pdf> accessed 10 January 2024.
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maintained by the platform; however, the information regarding it
should be displayed on the website. It must explain the source of the
fund, its governance, and factors for consideration while making
discretionary payments from it. At the same time, a P2P Lending
Platform in Singapore - Silver Bullion - maintains Sweeper funds to
make funds available to lenders whose counterparty is late on
repayments.?’ Hence, considering the provision of other jurisdictions,
RBI should provide a similar provision for establishing a contingency
fund that will help in the repayment of loans to the lenders that will
encourage participants to trust the platform.

B. BALANCE SHEET LENDING & SUPPORT

Balance sheet lending and support refers to NBFC-P2Ps involving their
own balance sheet or taking support of the balance sheet of their
consumer-facing applications while acting as a platform for lenders and
borrowers to interact. It must be noted that RBI envisages these
platforms to only act as intermediaries to facilitate investing and
borrowing and not indulge itself in the actual process. This means that
the NBFC-P2Ps must not use their own money to conduct lending
operations on these platforms, must not cover up losses for the
investors on their platform by acting as a guarantor for the lender, and
can make money only through charging certain fees from the lenders
and borrowers.?® However, as noted by leading business journalist
Tamal Bandyopadhyay in his recent article, numerous P2P platforms
are indeed indulging in such conduct.?® Many platforms have been

27 Overview of P2P lending in Singapore <https://www.silverbullion.com.sg/p2p-
lending/singapore> accessed 10 January 2024.

28 Tamal Bandyopadhyay, ‘When P2P platforms act like deposit-taking NBFCs’
(Business Standard, 30 July 2023) <https://www.business-
standard.com/opinion/columns/when-p2p-platforms-behave-like-deposit-taking-
nbfcs-123073000534 1.html> accessed 10 January 2024 (hereinafter “Tamal”).

2 ibid.
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providing instant withdrawals, and returns are being provided to
investors within a day of their investments.® This only implies that
platforms have indeed been using their own money and involving their
own balance sheet in the process, which is expressly prohibited, as
stated above. This also implies that there are no direct links between
the lenders and the borrowers, which could create a systemic and
structural risk owing to asset-liability mismatches, and it will be
difficult to capture the extent of defaults, thereby not providing a clear
picture of the NBFC-P2P industry. The RBI, through its recent inquiry,
has indeed done well to check on these arrangements.

C. SECONDARY MARKET OF P2P LOANS

Countries like the USA and UK have a secondary market of P2P loans,
where the loans can be bought and sold, which provides liquidity to the
lenders/investors on the platform. In India, there has been no regulation
with respect to this till now; however, such practices are still being
carried out in the Indian market, 3! which drew the attention of the RBI
in its recent inquiry.®? This secondary market in the USA works in the
manner that a single investor’s money is invested into different loans,
and for each different loan, an investor receives a loan origination
note. This loan origination note can then be sold by the lenders to
other people who are looking to invest in the loan market.®* A similar

%0 ibid.

31 Admin, ‘Monexo makes “early exit” possible in P2P lending with launch of
secondary market’ (Monexo, 31 July 2018) <https://monexo.co/monexo-makes-
early-exit-possible-in-p2p-lending-with-launch-of-secondary-market/> accessed 10
January 2024.

32 Huang.

33 Stephen Harvey, ‘Lending Club’s Note Trading Platform Facade: An Examination
of Peer-to-Peer (P2P) Lending Secondary Market Inefficiency’ Honors Theses (April
2018) available at: https://ecommons.udayton.edu/uhp theses/199 accessed 10
January 2024 (hereinafter “Stephen”).

3 ibid.
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mechanism of the secondary market of P2P loans is there in the United
Kingdom as well.® This is an essential feature as it provides the
investors on the platforms with liquidity and allows them to withdraw
their money before the maturity of their loan. Moreover, this
mechanism can also be used by P2P Lending platforms to provide the
option to investors to exit their P2P investment before maturity, in place
of balance sheet lending, the perils of which have been described above.
Hence, this practice of operating a secondary market of P2P loans must
be allowed by the RBI.

However, as there is no RBI regulation with respect to this till now, the
RBI can take a cue from the US and UK regulations on secondary
markets. The FCA, UK, for instance, while allowing the investors to
exit before the maturity date, makes it mandatory for the P2P Lending
Platform to reevaluate the valuation of the respective loan notes when
they are being sold to other investors on the secondary market.*® This
is done by keeping a constant track of the borrower’s ability to repay
the loans through constant credit checks, past repayments, etc., and
then accordingly pricing and rerating the interest rates of the loans.%’
Allowing investors the option of early exits while keeping the above-
mentioned checks will encourage the growth of P2P Lending in India
in a regulated manner, as opposed to the existing “instant withdrawals”

3 Vincenzo Bavoso, ‘The promise and perils of alternative market-based finance: the
case of P2P lending in the UK’ (2019) 21 J. Bank. Regul. 395, 399-400
<https://www.researchgate.net/publication/337306358 The promise and perils_of
_alternative_market-based finance the case of P2P lending in the UK>
accessed 10 January 2024.

% Conduct of Business Sourcebook (United Kingdom), Rule 18.12.16,
https://www.handbook.fca.org.uk/handbook/COBS.pdf. (hereinafter “Vincenzo”)

37 Vincenzo.
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being offered by the P2P Lenders in partnership with their consumer-
facing applications.3®

Furthermore, one more option that can be looked into by the P2P
Lending firms is to allow the existing investors to exit their loans by
transferring these loans to new customers who are looking to invest
through their P2P lending platform. This was done by the UK P2P
lending firms during the COVID-19 crisis when numerous investors
were looking to quickly liquidate their investments.®

D. HIGH ADVERTISED RATE OF RETURNS

Presently, the P2P Lending Platforms can advertise any rate of interest
they want, and the RBI does not regulate it. However, this has led to
various platforms*° guaranteeing fixed percentage returns on their
platforms.* However, these platforms, in their terms and conditions,
do not guarantee these returns,*? and these are merely advertisement
tactics to attract customers. However, rather than completely
prohibiting the advertising of the rate of returns, as customer

% News Desk, ‘RBI sets sights on P2P Lenders’ (CXO Today, 6 June, 2023)
<https://www.cxotoday.com/news-analysis/rbi-sets-sights-on-p2p-lenders/>
accessed 10 January 2024.

3 Andrew Kay, ‘Portfolio Letter on Loan-based Peer-to-Peer (P2P) crowdfunding
platforms’ (FCA4, 25 May 2021)
<https://www.fca.org.uk/publication/correspondence/portfolio-letter-loan-based-
p2p-crowdfunding-platforms.pdf> accessed 10 January 2024.

40 Hiral Thanawala, ‘CRED Mint allows you to lend money and earn 9% interest:
Does the return compensate for the risk?’ (Money Control, 5 November 2021)
<https://www.moneycontrol.com/news/business/personal-finance/cred-mint-allows-
you-lend-money-and-earn-9-interest-does-the-return-compensate-for-the-risk-
7621961.html> accessed 10 January 2024.

41 Twelve Club <https://twelve.club/#/> accessed 10 January 2024.

42 Twelve Club <https://twelve.club/#/> accessed 10 January 2024; CRED Terms and
Conditions <https://cred.club/terms> accessed 10 January 2024.
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acquisition is also a major aspect of ensuring the growth of these
platforms, the RBI can consider regulating the same.

For example, in the United Kingdom, advertising of interest rates is
allowed; however, it is subject to the condition that the platform must
demonstrate that it has used robust data and modelling capabilities to
reach the advertised rate of return.** Furthermore, platforms are also
required to provide a historic report of actual performance against the
target rates so that the investors can check how many times a certain
advertised percentage of return from a certain category of the borrower
has really been achieved.* In Singapore, the Monetary Authority of
Singapore (MAS) mandates that the interest rates must be advertised as
either a range between the lowest and highest expected rates of return
or a weighted average expected rate of return based on the loans
disbursed in the last calendar year.*® The interest rates advertised must
be inclusive of the fees and charges to the investors and must be
accompanied by a description of what the rates exactly mean and the
methodology for their computation, a disclaimer that actual returns
could be lower than anticipated ones and that past performance might

not be indicative of future outcomes.*®

4 Conduct of Business Sourcebook (United Kingdom), Rule 18.12.15
<https://www.handbook.fca.org.uk/handbook/COBS.pdf> accessed 10 January 2024
(hereinafter “Handbook”).

44 Handbook.

4 Controls and Disclosures to be Implemented by Licensed Securities-Based
Crowdfunding Operators, MAS Circular No. CMI 27/2018 (5 March 2021)
<https://www.mas.gov.sg/-/media/mas/regulations-and-financial-
stability/regulations-guidance-and-licensing/securities-futures-and-fund-
management/regulations-guidance-and-licensing/circulars/cmi-272018-controls-
and-disclosures-implemented-by-licensed-sec-based-crowdfunding-operators-
210310.pdf> accessed 10 January 2024 (hereinafter “MAS Circular”).

%6 ibid.
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Apart from this, RBI, in its recent inquiry had also wanted to check if
the platforms were charging a very high rate of interest from the
borrowers.*” This, too, can be checked in a similar manner by keeping
a maximum limit of interest rate that is allowed to be charged by a
lender from a borrower based on the tenor and the amount of the loan.
However, since interest rate to be charged also depends upon the credit
profile of the borrower and other factors, rather than a maximum limit,
a flexible range could be considered by the RBI in this regard. Further,
all the platforms must be mandated to include all the charges, fees, etc.
when advertising the rate of interest that will be charged from the
borrowers. Since there are no Guidelines or regulations regarding the
interest rates being charged, it will be beneficial for lenders as well as
borrowers if RBI can come up with certain regulations surrounding the
same and thereby restrict the present detrimental practices that the
market players have been indulging in.

V. ADOPTING OTHER BEST PRACTICES
A. WINDING DOWN PLAN

RBI’'s Master Directions for NBFC-P2P platforms, though
meticulously drafted, is not an exhaustive document and still has scope
to incorporate certain fundamentals to guide the business of P2P
lending. The directions have conscientiously enumerated a list of
eligibility criteria for obtaining a Certificate of Registration by the bank,
however, it is silent on the process of winding up of the P2P lending
business. These platforms need to have an efficient winding-down
mechanism, which has evolved into a vital requirement. Without a
winding down plan, it will be difficult for the platform to manage the
funds invested by the investors, and the investors might lose their funds
or might be personally responsible for recovering repayments from the

4" Huang.
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borrowers. This mechanism is thus crucial for ensuring an orderly
termination of operations while also protecting the rights and interests
of the participants involved, maintaining financial balance, and
minimizing potential negative effects that could affect lenders,
borrowers, and the overall financial framework.

The United Kingdom is one such country that lays down extensive
procedures to allow the organized closure of P2P lending activities.*®
It requires the business to have a plan and arrangement to ensure the
functioning in case the platform winds up for any reason. At the same
time, the platforms must ensure that they have liquid funds or realizable
funds to cover the cost of winding up at any time, and it has a duty to
ensure a plan for how their winding plan will be funded.*® The
platforms are required to conduct scenario analysis testing to predict
the scenarios in which the business can be required to shut its
operations and to find the critical fault lines of the business that might
prompt the business to encounter endangering problems. FCA conducts
regular surveys to determine if the platforms are performing their duties
in a proper manner and, if found violating the regulation are asked to
comply with the same through a letter to the Board of Directors.

Another country that requires its P2P platforms to lay a proper business
cessation plan is Singapore. MAS in Singapore requires the P2P
platforms to lay a business cession plan (voluntary or involuntary
cessation) during the application for a license for the business. Certain
areas must necessarily be included in the plan, like handling of
investors’ money, recovery actions in case any borrower defaults, and

8 Huang.

49 Financial Conduct Authority Handbook
<https://www.handbook.fca.org.uk/handbook/WDPG/2/?view=chapter> accessed 10
January 2024.
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a plan to communicate with the required parties about business

cessation.®

In India, the P2P platforms mostly function on the basis of platform
fees or processing fees received from lenders and borrowers for
accessing their platforms with little or no other source of income. In
such a situation, it is not reasonable to expect the business to have funds
accumulated in advance to fund the winding up business. It hence
becomes imperative to have a reasonable winding up plan by the
platforms in advance to ensure that they do not end up shutting the
business without any responsibility and the lenders end up losing their
way of recovering the invested money.

VI.CONCLUSION

The RBI has indeed worked well in ensuring the implementation of
NBFC-P2P Guidelines in India and promoting the growth of such
platforms as an alternate source of funding. The recent inquiry is
another step to evolve the Guidelines in consonance with the
requirements of the present time. The paper has examined the areas that
have been left unregulated by the contemporary Guidelines and
Guidelines that are not followed by the platforms, at the same time
suggesting the probable solutions to regulate those areas by analyzing
the jurisdictions that have mature P2P markets and Regulations. This
includes balance sheet lending provided by various platforms and
introducing credit guarantee schemes, among many others. The paper
has also given various suggestions that can be introduced as changes in
the current Guidelines to meet the demands of the progressing time.
This includes introducing a requirement to submit a robust winding
down plan of a P2P lending entity to ensure that the lenders and
borrowers are secured from unforeseen winding up of a company.

% Huang.
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However, the P2P lending marketplace in India is yet to emerge as an
enormous market that can be cited among the global P2P players. In
order to achieve the same, the RBI should introduce some other
incentives for the P2P platforms to expand their market and functioning.
Since the market is still at its nascent stage, the RBI should work to
provide tax incentives to these P2P platforms to encourage them to
flourish and prosper at the global level. It should also encourage the
platforms to improve their quality of Credit Risk Assessment even after
providing the loans to the individual. India, in its Guidelines, has
already set a minimum level of credit assessment for borrowers. High-
quality credit assessment of borrowers will ensure the lenders that their
investments are with borrowers with good credit ratings. This
assurance will further act as a secured investment and motivate more
people to lend via P2P platforms. An increase in the number of
participants ultimately increases the market share and global
participation of Indian P2P markets.
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MORATORIUM DURING PERSONAL INSOLVENCY
RESOLUTION PROCESS UNDER IBC:
DECIPHERING ITS RAMIFICATIONS ON OTHER
PROCEEDINGS

Priyanshu Mukesh Shrivastava *

ABSTRACT

On 15 November 2023, the Supreme Court lifted the
stay on the MCA notification that brought into force
the provisions relating to personal insolvencies of
individual guarantors of principal borrowers /
corporate debtors under the Insolvency and
Bankruptcy Code, 2016, upholding the constitutional
validity of these provisions. This is likely to trigger a
floodgate of litigation as the creditors now have an
additional mode of recovering their debt against the
corporate debtors. The provisions on the moratorium
under personal insolvency are worded differently
than the stay/moratorium provisions for the
corporate insolvency resolution process, giving rise
to ambiguity regarding its scope. The author
analyses that a plain reading of the statute provides
for an extreme and unworkable interpretation. The
author takes into account the legislative intent

* The author is a Final-Year student at National Law University, Jodhpur.

99



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

behind these provisions along with the workability of
the statute to put forth an alternate interpretation.
The subsequent possible impact on various kinds of
remedies available to creditors is also discussed. The
author concludes that there is a very important
nuance to the moratorium provisions for personal
insolvency, and both tribunals and stakeholders
should take note of the same. The author concludes
that creditors must strategically tailor their legal
approaches to the nature of the proceedings and
guarantor involvement, while also considering non-
recovery actions such as cheque bouncing
complaints and ‘wilful defaulter’ declarations,
particularly in light of the distinction between direct
debt recovery and default-related actions.

Keywords: Insolvency and Bankruptcy Code,
Personal  Insolvency  Resolution Process,
Moratorium, Guarantor, Corporate  Debtor,
Creditors, Debt, Remedies, Recovery of Debt,
Proceedings.

I. BACKGROUND

On 15 November 2019, the Ministry of Corporate Affairs issued a
notification that enforced the provisions of Part III of the Insolvency
and Bankruptcy Code (“IBC”), particularly the process of personal
insolvency for personal guarantors to the Corporate Debtor (“CD”).!

! Notification, Ministry of Corporate Affairs (15 November 2019)
<https://www.mca.gov.in/Ministry/pdf/Notification 18112019.pdf> accessed 17
July 2024.
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Multiple challenges to the notification’s constitutionality followed.?
These challenges led to the Supreme Court’s landmark decision in Dilip
B. Jiwrajka v. Union of India, paving the way for Part III of IBC to
come into effect.’

The moratorium provision under Part [ of IBC for the Corporate
Insolvency Resolution Process (“CIRP”’) has long been a subject matter
of heated, protracted litigation among parties in interest.* The author
explores the relatively unchartered territory of moratorium provisions
under Part III of IBC.

Part II of the article delves into the statutory scheme relating to
moratorium provisions in Part III of IBC. Under Part III of the article,
the author has attempted to analyse the scope of the said moratorium
provisions and suggest an interpretation consistent with both legislative
intent and workability of the statute. In light of this, Part IV of the
article analyses the various remedies that can be pursued by creditors
against personal guarantors and the impact of the moratorium
provisions on such remedies. Part V concludes.

II. STATUTORY SCHEME

A. INITIATION

2 Rajeev Vidhani et al., ‘Evolution of Personal Guarantor Insolvency Regime in India’
(2022) 19(5) International Corporate Rescue 268.

3 Dilip B. Jiwrajka v Union of India 2023 SCC OnLine SC 1530.

4 Ashish Panday, ‘Interpretation of Parallel Proceedings During Moratorium under
IBC’ (SSRN, 18 May 2023)
<https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4437384> accessed 17 July
2024; Amrit Mahal, ‘Termination of Contracts During the Moratorium: Looking
Beyond The ‘Going Concern’ Status’ (2021) 7(1) National L. School Bus. L. Rev.

101



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

Chapter III of Part III of IBC provides for personal insolvency
resolution process (“IRP”).> An IRP initiation application can be filed
by either the debtor or creditor.® Once the application is filed, the
Adjudicating Authority (“AA”) appoints the Resolution Professional
(“RP”) under Section 97.7 The RP is supposed to submit a report
relating to the debtor’s insolvency to the AA within ten days of their
appointment.® On submission of this report, the AA decides to either
accept or reject the application.®

B. TYPES OF MORATORIUM UNDER THE IRP

There are two types of moratorium provided under this scheme: first,
interim moratorium?'®, and second, ordinary moratorium.!!

The interim moratorium is triggered automatically from the date of
filing the IRP application.? During this period, all pending legal
actions/proceedings are stayed, and creditors are not allowed to initiate
any “legal action or proceedings in respect of any debt”.** Once such

® Insolvency and Bankruptcy Code, 2016 (31 of 2016) Part I1I (hereinafter “IBC”).
5IBC ss 94, 95.

"IBC s 97.

8IBC s 99.

°IBC s 100.

IBC s 96.

UIBC s 101.

12 ibid; This decision construes moratorium under Section 96 of IBC strictly and rules
that “/m]ere uploading of an application under Section 96 of the IBC 2016 cannot be
taken as filing of an application. The filing of an application as contemplated under
Section 96 should be defectless and devoid of any procedural lapses. Only when an
application is filed without any defects and satisfying the statutory procedural
requirements of filing and only when the adjudicating authority numbers the
application, there can be a legal and acceptable filing of application.” Jeny
Thankacha v. Union of India W.P.(C) No. 31502 of 2023 (Kerala High Court).

13 ibid.
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application is admitted by the AA,* the interim moratorium ceases and
the ordinary moratorium under Section 101 comes in effect.’® Figure A
provides a graphical representation of this process.

Filing of an Interim Prepapartion and
Application for Moratorium Submission of
Initiation of IRP Comes into Force Report by RP
General
Moratorium Admittance by AA

Comes into Force

FIGURE A: MORATORIUM UNDER PART Il oF IBC

III.SCOPE OF MORATORIUM UNDER IRP
A. AMBIGUITY
i. Debt Centric Approach

The moratorium for CIRP under Section 14 of IBC prohibits actions in
relation to the corporate entity/debtor in general;'® this acts as an
insulator against the corporate entity.!” Unlike this, both the provisions
relating to the moratorium for IRP — Sections 99 and 101 of IBC —
state that the moratorium applies “in relation to all the debts”.*® The

41BC s 100.

B IBC s 101.
®1BC s 14.

7 ibid.

B IBC ss 96, 101.
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moratorium under IRP operates in relation to a ‘debt’ and not the
‘debtor’. The Supreme Court, in its landmark decision in SBI v. V.
Ramakrishnan, has discussed the scope of this moratorium provision:

“26. [...] When an application is filed under Part 111, an
interim-moratorium or a moratorium is applicable in
respect of any debt due.

[...] However, insofar as firms and individuals are
concerned, guarantees are given in respect of individual
debts by persons who have unlimited liability to pay
them. And such guarantors may be complete strangers
to the debtor — often it could be a personal friend. It is
for this reason that the moratorium mentioned in
Section 101 would cover such persons, as such
moratorium is in relation to the debt and not the
debtor.”®

This shows the difference in approach: the moratorium under IRP is not
debtor-centric but debt-centric. Only those proceedings that have the
same debt involved would be stayed. No other actions against the
personal guarantor would be impacted. For instance, if a bank wants to
start any proceedings against the personal guarantor in relation to any
other debt, the moratorium under IRP would not apply to such an action.

ii. Practical Issues

Prima facie, staying / prohibiting proceedings concerning ‘all the debts’
seems to provide a broad, impractical scope. According to the plain text
of the statute, initiation of IRP will result in a stay/prohibition of all
possible legal recourses against the relevant ‘debt’; even in relation to

19 SBI'v V. Ramakrishnan (2018) 17 SCC 394.
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the principal borrower, i.e., the CD. For instance, after filing an
application for IRP, the creditor may not be able, inter alia, to file a
claim via arbitration or civil suit or file for recovery under special
statutes — both against the principal borrower/CD and the personal
guarantor. Although CIRP against the CD and IRP against the personal
guarantors can go on simultaneously, the present issue being dealt with
is different. This article analyses the impact of IRP on remedies against
the principal borrower/CD (outside IBC). Vice-versa, ongoing CIRP
against CD does not prohibit actions against the personal guarantor and
is not within the scope of this article.?°

This literal / plain text construction of the moratorium provisions would
result in contradiction with a fundamental principle of contract law, i.e.,
guarantor’s liability being secondary to the liability of the principal
debtor. ?* This fundamental principle is being contradicted as the
moratorium provisions would prohibit the lender from pursuing a
remedy against the principal debtor itself. Even more, proceedings
against the guarantor were not envisaged to be a one-stop shop
mechanism; rather, IRP was envisaged to supplement other remedies
for recovery of debt.?

A literal interpretation goes against certain fundamental principles of
law and result in impracticalities. These issues necessitate a dynamic

20 The moratorium provision, i.e., Section 14 of IBC does not apply to a “surety in a
contract of guarantee to a corporate debtor”. Insolvency and Bankruptcy Code (n
228) s 14(3)(b); (When the secured asset is owned by a personal guarantor rather than
the principal borrower or corporate debtor, IBC does not impose any
restrictions/moratorium on the commencement/continuation of an action undertaken
under the SARFAESI, 2002; Latif Yusuf Manikkoth v The Board of Directors of the
Bank of Baroda and Others Writ Petition (L) No. 9116 0f 2023 (Bombay High Court);
SARFAESI Act was not repealed vis-a-vis personal guarantors; IBC s 243.

2 Indian Contract Act, 1872 (9 of 1872) s 126.

22 Yash Sinha, ‘The Taut Noose around Insider-Guarantors’ Necks’ (Law School
Policy Review and Kautilya Society, 15 October 2022)
<https://lawschoolpolicyreview.com/2022/10/15/the-taut-noose-around-insider-
guarantors-necks/> accessed 17 July 2024.
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and holistic approach towards interpreting the moratorium provisions
under IRP. In this light, the legislative intent is analyse in the next sub-
part to ascertain the intended scope behind moratorium under IRP.

B. LEGISLATIVE INTENT

The ‘Notes on Clauses in the Insolvency and Bankruptcy Code Bill,
2015’ states that the moratorium provisions under IRP “have a deeming
effect of making any pending legal action or proceeding in respect of
the debts of the debtor and secondly, impose an embargo in the

creditors of the debtor on the commencement of any legal action or
proceeding in respect of the debts of the debtor” (emphasis supplied).?
This specifically discusses the effect of a moratorium on the
guarantor’s debts. In this regard, the ‘Report of the Bankruptcy Law
Reforms Committee’ (“BLRC Report”) states that ““/dJuring the period
of the moratorium, all creditors, including secured creditor [...] will

not be permitted to take any action to recover debts or initiate other
legal proceedings against the debtor. In effect, the creditor will not have

any remedy in respect of the debt’ (emphasis supplied).?*

The legislative intent seems to indicate that the moratorium’s effect will
only be in relation to the debt of the debtor and any proceedings arising
from the same. BLRC Report further mentions that the purpose of the
IRP is to facilitate renegotiation of their debt with the creditor(s):

“[o]ne of the goals of having an insolvency law is to
ensure the suspension of debt collection actions by the
creditors, and provide time for the debtors and creditors
to re-negotiate their contract. This requires a

2 Ashish Makhija, Insolvency and Bankruptcy Code of India (2018).
2 Report of the Bankruptcy Law Reforms Committee (November 2015) 118
<https://ibbi.gov.in/BLRCReportVoll 04112015.pdf> accessed 17 July 2024.
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moratorium period in which there is no collection or

other action by creditors against debtors.” ?°

Even the ‘Report on Bankruptcy Process: Proposing Rules and
Regulations for Personal Guarantors to Corporate Debtor’ indicates
that the purpose behind the moratorium under IRP is to enable the
debtor to focus solely on the resolution of insolvency.?® It follows that
the purpose was to ensure that the guarantor gets some protection
during IRP to try to effectively renegotiate and resolve the relevant debt;
not to impose an overriding moratorium over all possible actions
against third parties as well.

C. SUGGESTED INTERPRETATION

Taking into account the legislative intent and the workability of the
provisions relating to IRP, the author suggests a two-fold approach to
interpreting the scope of moratorium provisions under IRP: first, the
scope should be limited to the debt of the guarantor, and second, only
proceedings against the debtor as a party should be stayed/prohibited.

A similar interpretation was also suggested by the Insolvency Law
Committee Report (2020) when it stated that a broad interpretation
would be “contrary to the intention of the moratorium provisions under
Part 111 of the Code, which were not meant to stay actions against the

corporate debtor or other third parties involved in the debt.”?’

% ibid.

% Report on Bankruptcy Process: Proposing Rules and Regulations for Personal
Guarantors to Corporate Debtor, Insolvency and Bankruptcy Board of India (2019)
10
<https://www.ibbi.gov.in/uploads/resources/e6153215¢43ebfcd00b29f946d8005bc.
pdf> accessed 17 July 2024.

27 Insolvency Law Committee Report, Insolvency and Bankruptcy Board of India
(2020) 123.
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In light of the legislative intent and other reports, the author argues that
after moratorium under IRP is triggered, there will be a stay /
prohibition on ongoing / potential proceedings where the (i) same debt
of the guarantor is the subject matter and the (ii) guarantor is the
respondent. The application and potential impact of this interpretation
are further delved into during discussions on other remedies.??

D. EXTREME APPROACH BY TRIBUNALS

The approach of different benches of the National Company Law
Tribunal (“NCLT”) is briefly looked at under this sub-part. The author
argues that NCLTs have not yet recognised the nuances of the
moratorium provision while admitting applications for IRP.

In CBI v. Shantilal Sharma, NCLT (Chennai Bench) ordered after the
interim moratorium that “no Application against the same Respondent
can be filed before any forum” (emphasis supplied).?® Similarly, in
Bank of Maharashtra v. Gali Niranjan, NCLT (Hyderabad Bench)
stated that during the moratorium period, “/a/ny pending legal action

or proceeding in respect of any debt shall be deemed to have been
stayed.”® In another order, NCLT (Hyderabad Bench) stated that a

“moratorium is declared in relation to all debts” .3

These orders seem to have used a standardised language of imposing a
moratorium under Section 14 of IBC (which, as discussed, is broader).
The use of such broad, standardised language indicates the tribunals’

28 See Part IV below.

2 CBI v Shantilal Sharma CP(IB)/224/CHE/2021 (NCLT, Chennai Bench).

30 Bank of Maharashtra v Gali Niranjan CP (IB) No. 43/95/HDB/2023 (NCLT,
Hyderabad Bench).

3L RARE Asset Reconstruction v Mr. Anurag Gupta C.P. 1B/141/2022 (NCLT,
Hyderabad Bench).
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lack of awareness about the nuances present in the moratorium under
IRP.

It follows that a brief analysis of the orders passed by NCLTs/AAs for
moratorium under IRP showcases the gap in the legislative intent of
these provisions and their application by the tribunals. The tribunals
must recognise the nuances involved in moratorium under IRP and pass
orders accordingly rather than passing orders with standard / blanket
language.

IV. DISSECTING IMPACT ON OTHER PROCEEDINGS

This part attempts to analyse the impact of the moratorium under IRP
on other remedies / proceedings that a creditor can undertake to recover
its debt.

In this regard, two types of remedies / proceedings can be envisaged:
first, remedies that exist for direct recovery of the debt, and second,
remedies that arise from a ‘default’ on non-payment of such debt.

A. PROCEEDINGS FOR DIRECT RECOVERY OF DEBT
Various types of proceedings can be initiated for the recovery of debts:
i. Arbitral Proceedings

It is common for loan agreements to have an arbitral clause for the
resolution of the parties’ dispute. It saves parties’ costs and time in the
resolution of such disputes.® In fact, there are specialised arbitral

32 William Park, ‘Arbitration in Banking and Finance’ (1998) 17 Annual Rev.
Banking L. 213.
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institutions to whom banking and finance disputes can be referred (e.g.,
P.R.I.M.E. Finance),* albeit not in India.3*

In the presence of an arbitration clause, a creditor can file a claim
before an arbitral tribunal. This would amount to direct recovery of the
debt. The catch here lies in whether the creditor as a claimant adds the
guarantor as a respondent in the proceedings. If the guarantor is a
respondent in such arbitral proceedings concerning the debt, initiation
of IRP would lead to a stay on such arbitral proceedings.

This nuance can be seen in the decision delivered by the Madras High
Court in Samunnati Agro Solutions v. Nandlal Jawhar.®® In this case,
the petitioner filed an application under Section 11(6) of the Arbitration
and Conciliation Act, 1996, for the constitution of an arbitral tribunal.
The arbitration was sought against the guarantor for the recovery of
debts arising from a deed of personal guarantee.®” Since the interim
moratorium under Section 96 of IBC was already in operation in the
context of IRP against the guarantor, the Madras High Court refused to
appoint an arbitrator.*®

In this light, it must be noted that part of a creditor’s legal strategy
should be filing claims against the CD and omitting the guarantor as a
respondent in such arbitral proceedings. This approach ensures that the

%3 Rina See and Steven Finizio, ‘The Use of International Arbitration by Financial
Services Institutions: Another Look’ (2021) Young Arbitration Review.

34 Siddhartha Srivastava, ‘Needed, arbitration body for financial disputes’ (The Hindu
Business Line, 4 December 2020)
<https://www.thehindubusinessline.com/opinion/needed-arbitration-body-for-
financial-disputes/article33252511.ece> accessed 17 July 2024.

3 Samunnati Agro Solutions Pvt. Ltd. v Vasmo Agro Nutri Product Private Limited
2019 SCC OnLine Mad 29913.

% ibid.

37 ibid.

38 ibid.
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arbitration can proceed without being affected by the moratorium
associated with the guarantor’s IRP.

ii. Civil Suit

In the absence of an arbitration clause, a creditor can choose to file a
civil suit under the Code of Civil Procedure, 1908. Apart from a
difference in forum, similar strategies to filing a claim in arbitration
should be adopted by a creditor, as implications are similar in nature
and effect.

iii. Enforcement of Security

If the relevant debt is secured, the creditor can also pursue recovery
under the provisions of the Securitization and Reconstruction of
Financial Assets and Enforcement of Securities Interest Act, 2002
(“SARFAESI Act”).® Particularly, a creditor can enforce such security
interest against the debtor under Section 13 of SARFAESI.

Again, in consonance with the interpretation suggested above,* a
nuanced distinction should be drawn between the enforcement of
security interest against the principal debtor/CD and the guarantor. The
former should not be affected by a moratorium under IRP as they are
not against the guarantor. However, the latter squarely falls within the
ambit of the moratorium. For instance, in SBI v. Bank of Baroda, the
enforcement of security concerning the guarantor’s assets was sought
under SARFAESI.4! NCLT (Mumbai) declared this action to be illegal

3 Securitization and Reconstruction of Financial Assets and Enforcement of
Securities Interest Act, 2002 (54 of 2002).

40 SARFAESI Part I11.C.

41 SBI' v Bank of Baroda CP 1B No. 425/2022 (NCLT, Mumbai Bench).
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due to the operation of an interim moratorium under Section 96 of IBC
concerning such a guarantor.*?

iv. Recovery under Special Statutes

Special statutes have been created for the recovery of debt. One such
statute is the Recovery of Debts and Bankruptcy Act, 1993 (“RDB
Act”).® Section 19(1) of the RDB Act provides for the recovery of debt
by banks or financial institutions in Debt Recovery Tribunals
(“DRTs”).%

Such banks or financial institutions should pursue this remedy against
the CD directly (and not the guarantor) for the proceedings under this
statute to be unaffected by the moratorium provisions of IRP.

B. PROCEEDINGS AS A RESULT OF NON-PAYMENT OF DEBT

This pertains to proceedings that can be started as a consequence of a
default on repayment of debt. However, these proceedings are not
directly like recovery proceedings. These proceedings, not impacted by
the moratorium under IRP, can be pursued by creditors as part of their
legal strategy to create pressure against both the CD and its guarantors
for repayment.

i. Cheque Bouncing

This pertains to proceedings pursued under Section 138 of the
Negotiable Instruments Act, 1881 (“NI Act”) when the cheque issued
has been dishonoured.*® Since the outcome of these proceedings is a

42 ibid.

43 The Recovery of Debts and Bankruptcy Act, 1993 (51 of 1993).
4 ibid, s 19(1).

45 Negotiable Instruments Act, 1881 (26 of 1881).
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declaration of whether the accused is an offender®® and not a recovery
of any debt, this should not be affected by the moratorium under IRP.

The Supreme Court has dealt with the impact of the moratorium under
IRP on proceedings under Section 138 of the NI Act in P Mohanraj v.
Shah Brothers Ispat.*” After taking note of Sections 96 and 101 of IBC,
the court categorically stated that “in relation to any debt” is broad
enough to include proceedings under Section 138 of the NI Act.*® At
the same time, it must be noted that these provisions were not in effect
at the time of the decision, and the Supreme Court’s observations in the
context of the moratorium under IRP can be categorised as mere obiter.

A contrary decision has been delivered by the Punjab and Haryana
High Court in Gurdas Agro v. Arjun Mall Retail Holding.*® In this case,
the court considered the question of whether Section 96 of IBC
precludes the ongoing proceedings under Section 138 of the NI Act.
The High Court decided that only the liability of the company is
dissolved, but it does not safeguard the guarantors.>

Conclusively, while the Supreme Court in P Mohanraj v. Shah
Brothers Ispat observed that the moratorium under IRP could
encompass proceedings under Section 138 of the NI Act, these
observations were made in passing and did not consider the new
provisions of Sections 96 and 101 of the IBC. On the other hand, the
Punjab and Haryana High Court in Gurdas Agro v. Arjun Mall Retail
Holding provided a contrary perspective, distinguishing between the
liabilities of the company and the guarantors. Therefore, the legal
landscape regarding the impact of the moratorium on proceedings

46 ibid.

47 P Mohanraj v Shah Bros. Ispat (P) Ltd. (2021) 6 SCC 258.

8 ibid.

4 Gurdas Agro v Arjun Mall Retail Holding CRM-M-59371-2022 (Punjab and
Haryana High Court).

%0 ibid.
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under Section 138 of the NI Act remains nuanced and subject to further
judicial interpretation.

ii. Wilful Defaulter

The Reserve Bank of India (“RBI”) can categorise, inter alia,
individuals as ‘wilful defaulters’ on the occurrence of defaults under
RBI’s Master Circular on Wilful Defaulters.! Creditors can inform the
RBI about guarantors who have defaulted on payments of the relevant
debts. In response, where IRP has been initiated, guarantors may
oppose being declared as a ‘wilful defaulter’. However, it must be
noted that this declaration by the RBI is like a penalty (and not
recovery).

In a situation where such opposition was made by the guarantor, the
Calcutta High Court rejected the staying of wilful defaulter
proceedings due to a moratorium under Section 96 of the IBC. The
court stated that doing so would undermine the objectives of Part III of
the IBC, reward misconduct, and hinder the initiation of proceedings
under Section 95. The argument that such proceedings would impede a
debtor’s ability to repay or propose a scheme to satisfy creditors was
ruled to be flawed. The court stated that a stay would essentially allow
further wrongdoing to address existing wrongs, and lenders must be
notified of wilful defaults to prevent further financial losses.%?
Therefore, such proceedings are not impacted by the moratorium
under IRP.

V. CONCLUDING REMARKS

L “The term ‘unit’ appearing therein has to be taken to include individuals, juristic
persons and all other forms of business enterprises, whether incorporated or not.”
Master Circular on Wilful Defaulters, Reserve Bank of India (2014).

52 Adarsh Jhunjhunjwala v SBI 2021 SCC OnLine Cal 3351.
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In navigating the murky waters of moratorium under IRP, this article
has dissected the relevant statutory scheme, explored the ambiguity in
its application, and proposed a nuanced interpretation aligning with
legislative intent and practical workability of the provisions. The scope
of the moratorium under IRP, unlike CIRP, is debt-centric rather than
debtor-centric. The suggested interpretation is dynamic and aligns with
both legislative intent and practical workability of the provisions on
IRP.

The article has delved into the ramifications of the moratorium under
Part III on other remedies available to creditors against CDs and
personal guarantors. The author has underscored the critical need for a
creditor’s strategic consideration when pursuing various remedies,
especially in light of the distinction made between direct recovery of
debt and actions arising from a default.

The analysis has spanned various recovery proceedings, including
arbitral proceedings, civil suits, enforcement of security, and actions
under special statutes. The key takeaway is that it is necessary for
creditors to tailor their legal strategies, considering the nature of the
proceeding initiated and the involvement of the guarantor. The article
also explores non-recovery proceedings such as cheque bouncing
complaints and ‘wilful defaulter’ declarations.

As the credit industry in India adapts to the evolving landscape shaped
by the implementation of Part III of the IBC, it will be interesting to
see how the moratorium provisions under Part III play out in the
incoming floodgate of litigation.
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REGULATING COMPETITION IN INDIA'S
DIGITAL MARKETS: ATARGETED FRAMEWORK
FOR FAIR PRACTICES

Ridhi Gupta*

ABSTRACT

Jurisdictions around the world are becoming
cognizant of the fact that competition issues over the
constantly developing digital markets require
targeted legal interventions. This article identifies
the distinction between traditional and digital
markets, highlighting that existing competition
regulations have been primarily designed to cater to
brick-and-mortar businesses, and these regulations
cannot be imposed upon digital businesses in the
same manner because of the radically different
working of digital businesses — specifically analysing
data which is readily available to digital market
players.

By referring to other jurisdictions — like the
European Union (“EU”) and Germany (having
distinct laws on the issue) which have adopted the
hard approach, along with China which has

* The author is a Final-Year student at Rajiv Gandhi National University of Law
(RGNUL), Punjab.

116



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

preferred a soft approach — to regulate these markets,
the article explores the position on the subject across
borders. India too recognises the threats that strong
market players pose to the competitive marketplace
in the digital space. The report of the Standing
Committee on Finance, 2022 provides a reference
point with specific recommendations. The article
discusses the lacunae in the present law including the
need to redefine a relevant market alongside the
position in other jurisdictions which have the
provision  for  ex-ante  regulations.  These
shortcomings warrant newer solutions and call for
amendments to the existing laws. This article
attempts to propose a model to regulate competition
in Indian digital markets by enumerating the
distinctive  characteristics of digital markets,
analysing the 2022 Report of the Standing Committee
on Finance and the methods effected by other
Jjurisdictions, particularly ex-ante regulation.

Keywords: Digital Markets, Competition Law, Ex-Ante
Regulation, Standing Committee on Finance 2022,
Market Dominance, Global Jurisdictions, Law of
diminishing returns of scale, Digital Economy Regulation,
EU and China Competition Policies, Competition
Commission of India.

I. INTRODUCTION

With India becoming the fifth-largest economy and India’s digital
economy being expected to grow to 1 trillion by 2030, the scale of
development and growth in the country has been immense. The digital
economy is set to contribute around 62% to the Indian technology
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sector, with 12-13% contribution to India’s GDP.! This exponential
growth of the digital economy has been followed by a parallel increase
in the transactions taking place between buyers and sellers over the
digital space. This gives rise to the pressing need to devise laws and
rules that would enable the regulation of the competition law issues
over such markets. The regulation of digital markets has been a concern
for countries across the world for a while now. Many jurisdictions have
even started to frame laws in this regard. Though Indian lawmakers
have also acknowledged the need for regulating digital markets, India
is still in process of deliberating the method to regulate these emerging
markets. The Standing Committee on Finance had, in December 20222,
suggested the need for enacting a separate law with ex-ante regulations
to regulate competition issues in digital markets. The recently released
report of the Committee on Digital Competition Law also makes
similar suggestions.3 This article shall first delve into the need for a
separate law to regulate competition in digital markets and then into
the need for ex-ante regulations in respect of certain entities.

II. THE NEED FOR A SEPARATE LAW TO REGULATE
COMPETITION IN DIGITAL MARKETS

A. DISTINCTIONS BETWEEN TRADITIONAL MARKETS AND
DIGITAL MARKETS

At this juncture, it is pertinent to understand the differences between a
traditional market and a digital market, in order to understand why a

! Google, Temasek, Bain and Company, ‘India e-Conomy Report’ (Google, 2023)
<https://services.google.com/fh/files/blogs/india_economy_report 2023.pdf>
accessed 10 August 2023.

2 Standing Committee on Finance, Ministry of Corporate Affairs, Anti-Competitive
Practices by Big Tech Companies (Report No. 53, 2022).

% The Committee on Digital Competition Law, Ministry of Corporate Affairs, Report
of the Committee on Digital Competition Law.
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separate law may be required. The distinctions can be laid down as
under:

i. Increasing Returns v. Decreasing Returns

In traditional markets, businesses experience diminishing returns of
scale. This means that when the resources of a business are being
utilized to their full potential and the labor is working to its full capacity,
the business reaches a point of maximum efficiency or maximum
output. When the business continues to deploy more inputs to increase
the output beyond this extent, this results in (i) reducing efficiency of
the business and (ii) increasing its marginal costs.

In digital markets, a shift is seen from decreasing returns to increasing
returns of scale. Unlike a traditional market, where a market player
incurs additional costs as it grows, growth of players in the case of
digital markets does not result in a parallel increase in costs, it rather
results in the player earning more profits. This is because over the
online market as the business grows, it is able to reach a larger set of
consumers without actually bearing any costs for this growth. For
instance, in the case of a traditional market, a market player would have
to deploy more resources and labor to be able to cater to a wider set of
consumers. On the contrary, once a digital player attains a significant
market and customer base, it can cater to increasing number of
customers as the medium of ‘internet’ connects the digital player with
the consumers.*

ii. Presence of Network Effects

Though network effects exist over both traditional and digital markets,
the scale and the impact of network effects over these two markets is

4 Standing Committee on Finance, Ministry of Corporate Affairs, Anti-Competitive
Practices by Big Tech Companies (Report No. 53, 2022).
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significantly different. Any business entity is benefitted when more
consumers avail its services. However, in the case of digital markets,
the network effect is outsized. As the number of consumers increase
over a digital platform, it is able to provide increased efficiency to them.
Due to the efficiency that this platform is able to provide, consumers
become reluctant to move from this platform to another platform. As a
result, the other platform even in cases where it is providing better
services than the former, is unable to reach consumers.

iii. Tipping in Markets

The consequence of increasing returns to scale combined with network
effects enables the market player in tipping the entire market in its favor.
The dominant players, by leveraging their position, can stifle
innovation and eliminate other competitors from the market. Such
players can gain undue advantage not only over other market
participants but also the consumers, who would be forced to comply
with the terms and conditions of such players in order to avail the
desired service. This results in the winners-take-all market
phenomenon wherein these players use their position to make it
difficult for other players to enter the market, they stifle innovation and
influence the behaviour of the non-dominant players, ultimately
emerging as ‘winners’ having conquered the entire market.

Reports from authorities of different jurisdictions on competition
contend that markets enjoying the aforesaid characteristics of
increasing returns and network effects result in tipping of the market in
favour of a single ultra-dominant player. It is suggested by these reports
that such markets witness strong competition initially, when players are
competing to become leaders in the market. However, once a player
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attains such a position, it is this player that runs the market and the other
players eventually get eliminated or become stagnant.®

A market study conducted by Competition and Markets Authority
found that Google and Facebook reached up to 96% and 87% of users
every month and this accounted for almost 40% of time spent online
by the users in the United Kingdom (“UK”).® There were similar
findings in the Report of the Australian Competition and Consumer
Commission (“ACCC”).”

The Furman Report, a UK based government commissioned report on
competition rules and regulations, provides that leading digital players
have extensive powers to (i) control access to services and charge high
fees for this access (ii) manipulate rankings and prominence of
products and services and (iii) control reputations.®

iv. Data: A Weapon

The presence of data with digital market players also creates a
significant difference between how they function vis-a-vis how
traditional market players function. In a traditional brick and mortar
market, understanding and catering to the constantly developing

5 Filippo Lancieri and Patricia Sakowski, ‘Competition in Digital Markets: A Review
of Expert Reports’ (2021) 26(1) Stanford Journal of Law, Business and
Finance <http://dx.doi.org/10.2139/ssrn.3681322> accessed 16 August 2023.

& Competition and Markets Authority, ‘Online platforms and digital advertising —
Market Study Final Report’ (July 2020) <https://perma.cc/AJ3F-C447> accessed 16
August 2023.

7 Australian Competition and Commission, ‘Digital Platforms Inquiry — Final Report’
(June, 2019)
<https://www.accc.gov.au/system/files/Digital%20Platforms%20Inquiry%20-%20F
inal%20report%20-%20part%201.pdf> accessed 16 August 2023.

8 Jason Furman, ‘Unlocking Digital Competition — Report of the Digital Competition
Expert Panel’ (March 2019) <https://perma.cc/RHM4-RMR7> accessed 16 August
2023.
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consumer preferences is very difficult as the market players have to
rely on methods like conducting market studies and surveys. Digital
market players, on the other hand, are vested with a weapon in the form
of ‘data’ of consumers. Access to consumer data enables the players to
personalize their products and services according to the needs of the
consumers. By making use of their technology, players get access to
different forms of consumer data. This data can be collected either
directly or even indirectly.® Through the data collected, the players are
not only benefitted in that particular market, but it also becomes easier
for them to enter other markets as they get an insight into a wide range
of consumer preferences.

B. RECOMMENDATIONS OF THE STANDING COMMITTEE

The Standing Committee on Finance in its report (hereinafter ‘the
Report’)'° made several recommendations to regulate anti-competitive
behaviour over digital space. These suggestions can be classified into
three major categories:

The most significant recommendation is the enactment of a separate
legislation in the form of a Digital Competition Act. The Report
distinguishes between a traditional and digital marketplace by laying
down special characteristics of digital markets including the prevalence
of ‘network effects’, ‘increasing returns to scale’ and the existence of
only a ‘few dominant players.” A few dominant players utilising the
network effects to maintain their dominance leads to the ‘winners take
all markets’ phenomenon. Due to the prevalence of these characteristics,

® Max Freedman, ‘How Businesses are Collecting Data (And What They are Doing
With Ity’ (Business News Daily, 30 May 2023)
<https://www.businessnewsdaily.com/10625-businesses-collecting-data.html>
accessed 16 August 2023.

10 Standing Committee on Finance, Ministry of Corporate Affairs, Anti-Competitive
Practices by Big Tech Companies (Report No. 53, 2022).
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the Report suggests the need to enact a separate legislation. This
legislation, as per the Report, should contain ex-ante regulations for the
Systemically Important Data Intermediaries (“SIDIs™), as opposed to
the present regime of majorly ex-post regulations under the
Competition Act, 2002 (“Act”)!L. Ex-ante regulations would be crucial
to prevent dominant players, likely to abuse their dominant positions
or indulge in anti-competitive conduct, from monopolizing the digital
markets.

Another recommendation is the establishment of a specialised Digital
Markets Unit within the Competition Commission of India (“CCI”) to
monitor and deal with the matters pertaining to digital markets. As per
the Report, this Unit shall comprise of experts, attorneys and
academicians skilled to deal with matters relating to SIDIs.

Further, the Report opines the need for defining and determining the
number of SIDIs based on three parameters: revenue, market
specialisation and number of active users. Certain regulations such as-
regulations to control the usage of data by SIDIs and regulations to
ensure fair access to digital markets for all the market participants, have
also been proposed.

C. ANALYSIS OF METHODS ADOPTED BY OTHER JURISDICTIONS

Different jurisdictions are undertaking legislative steps to regulate
digital markets. While some jurisdictions have opted for the hard
approach, by making amendments to the existing laws or enacting
separate laws, others have picked the soft approach, by making use of

11 The Competition Act, 2002 (12 of 2003).
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guidelines, reports and market studies.® A brief analysis of these
jurisdictions is as follows:

i. Hard Law Approach

Jurisdictions like the European Union (“EU”), Germany, Italy and
Japan fall under this category. EU enacted the Digital Markets Act,
2022 %3 to regulate ‘gatekeepers’ acting as intermediaries between
businesses and end consumers, to allow market entry for other
businesses and ensure fair and healthy competition in digital markets.
Earlier in 2019, EU had introduced a regulation® to provide and
promote a fair and predictable business environment for players over
the digital space. Germany introduced the tenth-amendment?® to its
competition law, which introduces a new category of entities and a set
of new factors to assess the market power of players, such as access to
data relevant to competition and intermediation power.® Talking about
Italy, the country adopted the 2021 Annual law for Market and
Competition’, which although does not deal with digital markets in its

12 United Nations Conference on Trade and Development, ‘Competition law, policy
and regulation in the digital era’ (Report No. TD/B/C.I/CLP/57, 2021)
<https://unctad.org/system/files/official-document/ciclpd57 en.pdf> accessed 16
August 2023.

13 Council Regulation (EU) 2022/1925 on contestable and fair markets in the digital
sector and amending Directives (EU) 2019/1937 and (EU) 2020/1828 (Digital
Markets Act) [2022] OJ L 265.

14 Regulation (EU) 2019/1150 of the European Parliament and of the Council of 20
June 2019 on promoting fairness and transparency for business users of online
intermediation services [2019] OJ L 186.

15 Bundeskartellamt, ‘Bundeskartellamt welcomes Economic Affairs Ministry’s plans
to modernise competition law’ (Bundeskartellamt, 25 February 2020)
<https://www.bundeskartellamt.de/SharedDocs/Publikation/EN/Pressemitteilungen/
2020/25_02 2020 _Stellungnahme 10 GWB_Novelle.pdf;jsessionid=872ADSFF8
C727D893244B9FAD192DBEF.1 ¢id390? blob=publicationFileandv=2>
accessed 16 August 2023.

16 Act against Restraints on Competition, 1958.

17 The Annual Law for Market and Competition, 2021.
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entirety but introduces a presumption of economic dependence of
business users on digital platforms and prescribes abusive conduct
specifically attributable to digital platforms. Further, Japan had in 2020,
enacted the Act on Improving Transparency and Fairness of Digital
Platforms 20208, requiring platforms to maintain fairness and submit
yearly reports to the regulator.

ii. Soft Law Approach

Jurisdictions like China, Japan, Brazil and Australia fall under this
category. China introduced the Platform Guidelines in 2021 % to
regulate the digital markets. These guidelines cover several significant
aspects including what could constitute anti-competitive agreements or
what could be abusive conduct. While Japan enacted the 2020 Act, it
has also been active in constantly publishing reports?® to bolster its
laws to regulate digital markets. Countries like Brazil and Australia
have conducted market studies and published working papers. Brazil
released two working papers. One of these?! is a summary of how other

18 The Act on Improving Transparency and Fairness of Digital Platform, 2020.

19 China Releases Anti-Monopoly Guidelines for its Platform Economy’ China
Briefing (16 December 2020) <https://www.china-briefing.com/news/china-
releases-anti-monopoly-guidelines-for-its-platform-economy/> accessed 16 August
2023.

20 Japan Fair Trade Commission, ‘Report of Study Group on Data and Competition
Policy’ (June 2017) <https://www.jftc.go.jp/en/pressreleases/yearly-
2017/June/170606.html> accessed 16 August 2023; Japan Fair Trade Commission,
‘Release of the ‘Guidelines Concerning Abuse of a Superior Bargaining Position in
Transactions between Digital Platform Operators and Consumers that Provide
Personal Information, etc’ (December 2019)
<https://www.jftc.go.jp/en/pressreleases/yearly-2019/December/191217 _DP.htm]>
accessed 16 August 2023.

2L Filippo Lancieri and Patricia Sakowski, ‘Competition in Digital Markets: A Review
of Expert Reports’ (2021) 26(1) Stanford Journal of Law, Business and
Finance <http://dx.doi.org/10.2139/ssrn.3681322> accessed 16 August 2023.
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jurisdictions are dealing with digital markets, while the other %
summarizes the rulings of Brazil’s competition regulator on digital
platforms. Australia’s competition regulator ACCC, on the other hand,
has been taking out interim inquiry reports biannually?®, to support
reforms and protect both consumers and businesses.

D. UNDERSTANDING THE DIGITAL COMPETITION LANDSCAPE IN

INDIA

i. Competition Act, 2002: Requirement of a Comprehensive
Overhaul

The Competition Act, 2002 prohibits entities from entering into anti-
competitive agreements and abusing their dominance. Further, it
regulates the combinations between entities that meet a certain
threshold and require them to notify the same to the CCI. The Act is,
thus, majorly an ex-post legislation and the only ex-ante regulation is
with respect to combinations.

To tackle and regulate competition in digital markets, a comprehensive
legislation is required that defines important aspects from the specific
point of view of a digital marketplace. To effectively regulate
competition in digital markets, comprehensive legislation tailored to
the unique characteristics of digital marketplaces is essential. This
involves redefining anti-competitive agreements beyond the current

22 Barbara Rosenburg, Marcos Exposto, Julian Krein, ‘Key Developments in Brazil’
Global Competition Review (25 November 2022)
<https://globalcompetitionreview.com/guide/digital-markets-guide/second-
edition/article/key-developments-in-brazil> accessed 16 August 2023.

2 Australian Competition and Consumer Commission, ‘Digital platform services
inquiry 2020-2025" <https://www.accc.gov.au/inquiries-and-consultations/digital-
platform-services-inquiry-2020-25> accessed 16 August 2023.
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scope of Section 3, 2 with a focus on whether agreements should be
distinctly categorized as horizontal or vertical, considering the rise of
platform-based players. Additionally, there is a need to redefine the
concept of the relevant market?® in the digital space, exploring whether
it can be further divided into product and geographical markets. The
legislation should also introduce specific indices, such as access to data,
intermediation power, and the number of active users, to determine the
position of strength for digital players, in contrast to the existing indices
under the Act, ?® while clarifying what conduct would constitute
abuse.?’ Moreover, setting thresholds to define combinations is crucial,
alongside considering potential exceptions, such as de-minimis
exemptions for digital entities.?® A similar classification to the SIDIs
suggested by the Standing Committee could be adopted, and
deliberation is needed on whether inclusion in this category could serve
as the threshold for assessing combinations in digital markets.

ii. Identifying Issues

In order to understand why it is important to enact a separate law all
together, it is essential to understand the features of the Indian digital
markets. If we observe China and EU’s approach to regulate
competition law for digital markets?®, the two factors that have led to
the distinctive choices made by both these jurisdictions are
Characteristics of the digital markets and Power vested in the
competition regulators. EU’s digital market has a cross-border

24 The Competition Act, 2002 (12 of 2002) (hereinafter “The Competition Act”) s 3.
% The Competition Act, s 2(r).

% The Competition Act, s 19(4).

27 The Competition Act, s 4.

28 The Competition Act, s 5.

2 Kena Zheng and Francis Sydner, ‘China and EU’s wisdom in choosing competition
soft law or hard law in the digital era: a perfect match’ (2023) China-EU Law Journal
<https://doi.org/10.1007/s12689-023-00101-8> accessed 16 August 2023.
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tendency with 24% of trade being cross-border and American tech
firms like Google and Facebook holding majority of the market share.
This makes the survival of local players in the EU difficult. Further,
since the EU comprises of several states, some of which have started
enacting regulations to regulate digital markets, absence of a national
framework may result in legal uncertainty. China, on the other hand, is
a state with a unified market, dominated by its native players like Baidu,
Alibaba and Tencent.® The EU derives its power from the treaties
entered into with the member states and this power is limited as the
recommendations of the EU have no binding force.3 In China, the
competition regulator i.e. the State Administration for Market
Regulation (“SAMR”) derives its power from the Constitution3? and
being accompanied by a highly centralised Government, SAMR is less
likely to face issues of non-compliance despite adoption of soft laws.

This can be evidenced from the fact that there are already effects of
these regulations on the market. Ant Group suspended its planned $37
billion share market listing not long after it was warned of tighter
government scrutiny on its online lending business. The Platform
guidelines are thus, likely to have an impact on the biggest companies
operating online, such as Alibaba Group’s Taobao, Tmall, and JD.com
as well as payment services like Ant Group’s Alipay and Tencent
Holding’s WeChat Pay.33

%0 TIris Deng, ‘True Dominance of China’s Baidu, Alibaba and Tencent revealed — and
how their influence extends worldwide’ (South China Morning Post, 10 July 2018)
<https://www.scmp.com/tech/china-tech/article/2154437/true-dominance-chinas-
baidu-alibaba-and-tencent-revealed-and-how> accessed 16 August 2023.

31 Treaty on the Functioning of the European Union of 13 December 2007 —
consolidated version (OJ C 202) [2007] art. 228.

32 The Constitution of the People’s Republic of China 1982.

3 Sofia Baruzzi, ‘China Releases Anti-Monopoly Guidelines for its Platform
Economy’ (China Briefing, 16 December 2020) <https://www.china-
briefing.com/news/china-releases-anti-monopoly-guidelines-for-its-platform-
economy/> accessed 16 August 2023.
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Similar to the EU’s problem of cross-border dominance, India too faces
the issue of dominant foreign entities having control over the majority
of the market space, making it almost impossible for the Indian local
players to survive or even enter the market.3* In order to effectively
promote and protect the local players, the Government will have to
adopt the hard approach as a soft approach would not be adequate to
hinder abusive or anti-competitive behaviour by those in a position of
strength.

E. FRAMING THE LAW

For framing a law to regulate competition in digital markets, reliance
can be placed on the steps taken by other jurisdictions and the
recommendations of the Standing Committee.

i. Steps taken by Other Jurisdictions

In Germany: The 10th Amendment to German Act against Restraints
of Competition inserts indices like ‘access to data’ ¥ and
‘intermediation power’ % to assess the market power of digital
platforms. It further introduces a new category of entities, namely
‘undertakings with paramount significance for competition across
markets’ and empowers the regulator to impose ex-ante regulations on
these entities.®” The burden of proof in such cases would lie on these

34 The Global Statistics, ‘India Social Media Statistics 2023 | Most Used Top
Platforms’ (2023) <https://www.theglobalstatistics.com/india-social-media-
statistics/> accessed 16 August 2023.

3 Act against Restraints on Competition, 1958 s 18(3)(3).

36 Act against Restraints on Competition, 1958 s 18 (3b).

37 Act against Restraints on Competition, 1958 s 19(a).
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entities to show that they did not violate the competition laws. The
Amendment goes a step ahead to reduce the appeal provisions in cases
involving the aforesaid entities making the German Federal Court of
Justice the first and final instance for review.*® Not only this, the
threshold for taking an interim measure against an entity has been
lowered by making a shift from the earlier requirement of ‘risk of
serious and irreparable damage to competition’ to ‘risk being
predominantly probable’ or ‘an imminent threat of serious harm to
another undertaking.’*® Further, during investigations individuals can
be obligated to provide self-incriminating information as against the

right to refuse disclosure.*

In the European Union, The Digital Markets Act, 2022 classifies
entities meeting a certain quantitative threshold as gatekeepers.*? It
defines gatekeepers to include: online search engines, intermediation
services, web browsers, online advertising services among others.*3

% Dr. Ellen Braun and Dr. Borries Ahrens, ‘The 10" Amendment to the German Act
against Restraints of Competition — Focus on: Digital Markets and ECN+ Directive’
(Allen and Overy, 20 January 2021) <https://www.allenovery.com/en-
gb/global/news-and-insights/publications/die-10-gwb-novelle> accessed 16 August
2023.

39 Act against Restraints on Competition, 1958 s 73(5).

40 Act against Restraints on Competition, 1958 s 32(a).

41 Dr. Tilman Kuhn, ‘New Competition law in Germany — 10" Amendment to German
Act against Restraints of Competition passed’ (White and Case, 20 January 2021)
<https://www.whitecase.com/insight-alert/new-competition-law-germany-10th-
amendment-german-act-against-restraints-
competition#:~:text=The%20amendment%20als0%20modifies%20the,for%20gatek
eepers%20and%?20digital%20intermediaries> accessed 16 August 2023.

42 Council Regulation (EU) 2022/1925 on contestable and fair markets in the digital
sector and amending Directives (EU) 2019/1937 and (EU) 2020/1828 (Digital
Markets Act) [2022] OJ L 265, art. 3(2)(b).

43 Council Regulation (EU) 2022/1925 on contestable and fair markets in the digital
sector and amending Directives (EU) 2019/1937 and (EU) 2020/1828 (Digital
Markets Act) [2022] OJ L 265, art. 2(2).
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The 2021 Annual Law for Market and Competition in Italy introduces
a rebuttable presumption of economic dependence* of business users
on certain digital players who play a major role in facilitating transfer
from the sellers to the end-consumers. It also provides a list of activities
amounting to abusive practices. Some of these include- imposing non-
reciprocal obligations and restricting the ability to use alternative
service providers for the same service.

The Act on Improving Transparency and Fairness of Digital Platforms
in Japan classifies certain platforms as ‘specified digital platform
providers’ % and requires such entities to disclose their terms &
conditions, establish systems to ensure fairness and submit annual
reports to the government. Further, Japan released a set of Guidelines
in 202146, which provide requirements such as development of systems

for fairness and grievance redressal.

Article 447 of Platform Guidelines, 2021 in China lays down the factors,
for both demand side and supply side substitutability analysis, to
determine the ‘relevant market.’*® These guidelines define ‘monopoly
agreements’ and divide these further into horizontal and vertical
monopoly agreements. They clearly lay down what agreements shall
fall under these two categories. Further, they prohibit ‘algorithm

44 The Annual Law for Market and Competition, 2021 s 33.

% The Act on Improving Transparency and Fairness of Digital Platform, s 2(6).

46 Anti-Monopoly Guidelines for the Platform Economy, 2021.

47 Chen Ma, Da Shi, Xiao Guo, Jiahao Guo,” Key Adjustments in the Finalized Anti-
Monopoly Guidelines for the Platform EconomyAnti-Monopoly Guidelines for the
Platform Economy 2021’ (Hankun Law Offices, 12 March 2021) art. 4
<https://hankunlaw.com/downloadfile/news AndInsights/9dcec746199df85ab15e9ad
7b9ef0e63.pdf> accessed 4 September 2024.

48 Susan Ning, Ruohan Zhang and Weimin Wu, ‘Key Developments in China’ (Global
Competition Review, 25 November 2022)
<https://globalcompetitionreview.com/guide/digital-markets-guide/second-
edition/article/key-developments-in-china> accessed 16 August 2023.
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collusion’*® and ‘hub & spoke agreements.” Algorithm collusion refers
to collusion between human beings with the assistance of artificial
intelligence. The guidelines take note of the difficulties that the
regulator may face while establishing the existence of such collusion
and thus, allow the regulator to rely on logically inconsistent indirect
evidence when identifying such activities.>® They also provide indices,
such as dependence of other undertakings on these platforms and their
ability to control the markets, to assess the dominant position of a
platform operator and abusive conduct.®* The methods for calculation
of the turnover of platforms to ascertain whether a particular
combination is notifiable or exempted, have also been laid down in the
guidelines. For combinations, remedies in the form of ‘divestiture of

data’ and ‘opening of the platforms’ are provided.”®

An amendment has also been made to Article 18(3)%% of China’s Anti-
Monopoly Law, which introduces a ‘Safe-harbour’ exception allowing
certain entities, not meeting a specified threshold, to enter into
agreements that are otherwise prohibited.>*

49 Chen Ma, Da Shi, Xiao Guo, Jiahao Guo,” Key Adjustments in the Finalized Anti-
Monopoly Guidelines for the Platform EconomyAnti-Monopoly Guidelines for the
Platform Economy 2021’ (Hankun Law Offices, 12 March 2021) art. 5
<https://hankunlaw.com/downloadfile/news AndInsights/9dcec746199df85ab15e9ad
7b9ef0e63.pdf> accessed 4 September 2024.

%0 ibid, art. 9.

51 Anti-Monopoly Guidelines for the Platform Economy, 2021 art. 11; Sofia Baruzzi,
‘China Releases Anti-Monopoly Guidelines for its Platform Economy’ (China
Briefing, 16 December 2020) <https://www.china-briefing.com/news/china-releases-
anti-monopoly-guidelines-for-its-platform-economy/> accessed 16 August 2023.

52 Susan Ning, Ruohan Zhang and Weimin Wu, ‘Key Developments in China’ (Global
Competition Review, 25 November 2022)
<https://globalcompetitionreview.com/guide/digital-markets-guide/second-
edition/article/key-developments-in-china> accessed 16 August 2023.

%3 Anti-monopoly law, 2007 art. 18(3).

5 Michael Gu, ‘Safe harbour rule’s effect on anti-monopoly compliance’ (2022)
China Business Law Journal <https://law.asia/safe-harbour-rule-anti-monopoly-
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ii. Recommendations by the Standing Committee

o Systemically Important Intermediaries
The Report suggests that India should classify certain entities as
‘Systemically Important Intermediaries’ based on- revenue, (ii) market
capitalisation and (iii) number of active users and end users.

Further, it proposes a number of obligations that can be levied on the
SIDIs. Some of the important ones include- requirement of publishing
annual reports with the CCI; requirement of maintaining platform
neutrality; ensuring that there is no misuse of consumer data; in case of
mergers and acquisitions, the requirement to notify the CCI of any
intended concentration in the target company, even if the entity does
not meet the quantitative thresholds provided under the Act, among
others.

As discussed earlier, in digital markets the winners or the dominant
players are the ones that occupy almost the entirety of the market. In
such a situation, it shall be essential to classify certain entities as “SIDIs”
to avoid a blanket imposition of the regulations on all the market
players operating on the digital marketplace. While revenues and
market capital would provide an insight into the size of a particular
digital market player, the number of active users and end users would
reflect its reach and reflect the scale of network effect prevalent. Thus,
such factors can help in making this classification.

e Digital Markets Unit
The Report also suggests the establishment of a Digital Markets Unit
with experts specialising in digital markets and having the ability to

compliance/#:~:text=A%3A%20The%20new%20AML%?20establishes,as%20certai
n%?20preconditions%?20are%?20satisfied> accessed 16 August 2023.
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tackle the issues arising out of these markets. The establishment of this
Unit can result in two-fold benefits.

Firstly, members with expertise over matters pertaining to technology,
data usage, algorithms and other nuances of digital markets would be
better suited to handle the issues of competition law arising in such
markets. Currently, the eligibility criterion for the members of CCI
prescribes special knowledge and professional experience in fields like
international trade, economics, business, finance, commerce, law
amongst others.*® The issues pertaining to competition in traditional
markets can thus, be sufficiently dealt with by this integration of
members from distinct relevant fields. However, in case of digital
markets the members may not be as efficient as the very platform of
operation is different (the shift from the offline mode to the online
mode) and the issues arising from this platform are technology and data
driven, which require special expertise. For instance, ascertaining the
market power of a digital enterprise would entail an understanding of
its access to market data and intermediation power. Similarly
identifying acts which would constitute ‘algorithm collusion’, would
also require specialised knowledge.

Secondly, CCI has been facing the problem of imbalance between the
quantum of workload and the quantum of workforce to efficiently
handle this workload.®® Given the constant developments in the digital
markets and regular market disruptions by technology giants like

% The Competition Act, s 8(2).

% Menaka Doshi, ‘Competition Commission of India squeezed by staff vacancies,
workload”  (Business Standard, 9 March 2023) <https://www.business-
standard.com/article/economy-policy/competition-commission-of-india-squeezed-
by-staff-vacancies-workload-123030901335 1.html> accessed 16 August 2023;
John Samuel Raja and Rohit Deb, ‘Can understaffed Competition Commission of
India deliver prudent judgements?’ (Economic Times, 15 August 2011)
<https://economictimes.indiatimes.com/news/company/corporate-trends/can-
understaffed-competition-commission-of-india-deliver-prudent-
judgements/articleshow/9607415.cms?from=mdr> accessed 16 August 2023.
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Google and Amazon, the number of cases pertaining to violations of
principles of fair competition is in all likelihood to rise. This rise would
lead to an additional burden on the existing members, who not having
expertise in this field may require opinions from experts to arrive at
conclusions. This in turn would result in making their job more
strenuous and also unreasonably lengthening the process of deciding
competition law matters. One cannot forget the importance that ‘time’
holds in these constantly developing markets facing the constant fear
of monopolization. A separate unit of specialised members in the field
of technology would, thus, (i) reduce this undue burden from the
existing members and (ii) enable efficient handling of such matters.

III.THE NEED FOR EX-ANTE PROVISIONS IN THE NEW
LAW

A. SPECIAL CHARACTERISTICS OF DIGITAL MARKETS

To understand why ex-ante regulations are required to regulate certain
players, it is essential to again delve into certain special characteristics
of digital markets.

A Discussion Paper (“Paper”) released by OECD®' enlists certain
distinctive economic features of these markets that may lead to a failure
of competition in these markets, given that players in these markets
‘fight for the market’ and not ‘in the market’. These features include-
presence of strong economies of scale with zero marginal costs;
prevalence of extreme direct and indirect network effects; a feedback
loop driven by data, further strengthening the network effects;
remarkable economies of scope as data plays a crucial role and
conglomerate effects. Once these features are combined, the Paper

5  OECD, “‘Ex ante vregulation of digital markets’ (2021)
<https://www.oecd.org/daf/competition/ex-ante-regulation-and-competition-in-
digital-markets-2021.pdf> accessed 21 August 2023.
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suggests that they result in the winners-take-all-markets phenomenon
and this position of dominance for players enables them to leverage
their market power in other markets as well. All this can ultimately
result into the dominant player assuming a role like that of a private
regulator, where it attains power to levy rules on the market while it
itself evades the rules of fair competition.

The Paper further discusses that the rationale for adopting an ex-ante
approach is to be able to achieve: Fairness, Contestability & Market
Power and Innovation & Transparency. Under the Fairness head, the
Paper discusses that ex-ante rules are guided by the principle of fairness
as they intend to ensure that there exists a minimum level of fairness
amongst the market participants. The Report cites Motta’s Competition
Policy: Theory and Practice®® wherein a distinction is made between
ex-ante equity and ex-post equity. In the former, the same opportunities
are provided to all the firms by ensuring an equal playing field for them,
while in the latter, all firms are faced by similar outcomes of market
competition, which ultimately benefit the players with more access to
resources. Article 14% of the Indian Constitution enshrines equality
before law but it also provides for reasonable classification and
intelligible differentia. Whenever there has existed an inherent
differentia between two classes of persons, resulting in the
disadvantage of one, beneficial legislations have been made by the
Government to ensure ‘equality’ in its true sense, as all persons are not
by birth equal. There are some persons, for whom, the Government has
to inculcate special provisions in order to bring them at par with the
others. A two-pronged test is applied to check whether or not a
classification is reasonable- (i) the classifications should not be
arbitrary, evasive or artificial. This means that it should be based on
some real substance or ‘intelligible differentia’ and (ii) the

8 Motta M, Competition Policy: Theory and Practice (Word Press 2004).
%9 The Constitution of India, 1950 art. 14.
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classification should be directed towards achieving the purpose of the
law in question. If this two-pronged test is applied to the digital
competition landscape, classifying certain entities as ‘significant’ and
subjecting them to special provisions to ensure that other entities are
able to get an equal opportunity to compete in the market, fulfills this
test. Firstly, the classification shall be made due to the intelligible
differentia that exists between dominant players like Google, Amazon,
Flipkart and the smaller players, many of whom are not even known to
exist by the consumers. Secondly, this classification would have a
direct nexus with the objectives of the Act, including the promotion and
sustenance of competition in the market and ensuring freedom of trade
to other market participants.

On the issue of Contestability, the Paper states that freedom of
competition reduces when due to the monopoly of some players, the
other players are unable to either enter the market or if they do exist in
the market, they are unable to survive. The features of digital markets
are such that they help players in gaining market power making it
difficult for rival firms to ‘contest’. Ex-ante regulations in such cases
would enable all market players to at least have the right to contest in
the market as those in a position of strength would be regulated before
they proceed to do a conduct which is anti-competitive or violative of
competition. Further, it is suggested that adopting such measures would
not only enable structural changes to allow market entry and expansion
for other players, but would also keep anti-competitive conduct in
check.

The third aspect is that of Innovation and Transparency. The Paper
states that innovation can be increased when there is an intervention by
laws at an earlier stage, to allow other market participants to contest as
opposed to the extent of innovation in a situation of monopoly. More
transparency can be ensured by requiring the market players to make
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certain information, such as usage of data, publicly available and
submit annual reports to the competition regulators.

B. EX-ANTE OR EX-POST: APPROACH TAKEN BY OTHER
JURISDICTIONS

Majority of the jurisdictions discussed above, including the European
Union, Germany, Italy have adopted an ex-ante approach. While China
on the other hand, has not moved in this direction. A brief analysis of
how these jurisdictions have adopted the ex-ante approach is provided
hereunder:

Section 19a% introduced by the 10" Amendment in Germany allows
the competition regulator to intervene ex-ante in matters involving
‘undertakings of paramount significance’. These entities include all
kinds of digital platforms.

The Digital Markets Act of EU lays down 10 categories of entities as
‘core platform services’ or ‘gatekeepers’ including online search
engines, intermediation services, video-sharing platforms, number-
independent interpersonal communication services, advertising
services, among others.®! The Act provides that the Act shall apply to
only these 8 entities and thus, it is to these categories that ex-ante rules
are applied.5?

80 Act against Restraints on Competition, 1958 s 19(a).

81 Council Regulation (EU) 2022/1925 on contestable and fair markets in the digital
sector and amending Directives (EU) 2019/1937 and (EU) 2020/1828 (Digital
Markets Act) [2022] OJ L 265, art. 2(2).

52 Council Regulation (EU) 2022/1925 on contestable and fair markets in the digital
sector and amending Directives (EU) 2019/1937 and (EU) 2020/1828 (Digital
Markets Act) [2022] OJ L 265, Point 15.
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Italy’s law introduces a presumption of economic dependence of
business users on digital platforms which play a ‘key role’ in
facilitating transactions between the producers and the end-consumers.
However, this key role has not been defined.

Japan’s 2020 law requires the ‘specified digital platform providers’ to
disclose their terms & conditions, establish procedures and systems to
ensure fairness and submit annual reports to the government. The
Ministry of Economy, Trade and Investment of Japan has classified
these platforms into 4 categories and has gone further to specify the
companies that fall under these categories. For instance, for the
category of ‘general shopping malls selling goods’ entities like Amazon
Japan GK, Rakuten Group and Yahoo Japan Corporation, while for the
‘ad intermediary digital providers’, Google has been included.®® The
Platform Guidelines do not provide for ex-ante regulations. However,
China is also deliberating to bring ex-ante regulations.®*

C. INCULCATING EX-ANTE PROVISIONS IN THE INDIAN LAW

It is suggested that the proposed law inculcates ex-ante provisions for
entities that meet a certain criterion. This criterion can be similar to
what has been adopted by different jurisdictions. The OECD

83Ministry of Economy, Trade and Industry, Digital Platforms (METI, 23 March
2023)

<https://www.meti.go.jp/english/policy/mono_info service/information_economy/d
igital platforms/index.html#:~:text=Aiming%?20t0%20improve%?20the%20transpar
ency,enforced%200n%20February%201%2C%202021> accessed 21 August 2023.
% Bing Chen and Xiaou Fu, ‘Antitrust Regulation Insight: China’s Digital Platforms’
New Phase’ (Competition Policy International, 20 September 2022)
<https://www.competitionpolicyinternational.com/antitrust-regulation-insight-
chinas-digital-platforms-new-phase/> accessed 21 August 2023.

139


https://www.meti.go.jp/english/policy/mono_info_service/information_economy/digital_platforms/index.html#:~:text=Aiming%20to%20improve%20the%20transparency,enforced%20on%20February%201%2C%202021
https://www.meti.go.jp/english/policy/mono_info_service/information_economy/digital_platforms/index.html#:~:text=Aiming%20to%20improve%20the%20transparency,enforced%20on%20February%201%2C%202021
https://www.meti.go.jp/english/policy/mono_info_service/information_economy/digital_platforms/index.html#:~:text=Aiming%20to%20improve%20the%20transparency,enforced%20on%20February%201%2C%202021
https://www.competitionpolicyinternational.com/antitrust-regulation-insight-chinas-digital-platforms-new-phase/
https://www.competitionpolicyinternational.com/antitrust-regulation-insight-chinas-digital-platforms-new-phase/

NLIU JOURNAL OF BUSINESS LAWS VOLUME V

Discussion Paper® enlists the qualitative and quantitative criteria used
by other jurisdictions to subject certain entities to ex-ante provisions.
The qualitative criteria includes- (i) ability to control third parties’
access to supply and sales markets and act as an ‘important gateway for
business users to reach end users’; (ii) entrenched market power that is
not likely to be competed away in the short term; (ii1) the entity’s
vertical integration; and (iv) access to data relevant for competition.

On the quantitative criterion, the Paper refers to the specific turnover-
based or market capitalisation-based thresholds devised by different
jurisdictions. While EU has more flexibility to designate even those
entities as gatekeepers which don’t meet the threshold in presence of
other factors, the Bills proposed to regulate digital markets in United
States (US)% do not grant a similar flexibility to the regulator. Further,
while both the Digital Markets Act and the US Bills consider the
number of active users and business users as indices to subject an entity
to ex-ante regulations, UK’s Digital Markets Taskforce® prescribes
number of users only as a possible criterion to assess the size and scale
of the firm.

India can take aid of the criterion developed by other jurisdictions to
inculcate a criterion for levying ex-ante regulations that suits its digital
market landscape.

IV.CONCLUSION

% Organisation for Economic Cooperation and Development, Ex ante regulation of
digital markets (2021) <https://www.oecd.org/daf/competition/ex-ante-regulation-
and-competition-in-digital-markets-2021.pdf> accessed 21 August 2023.

% American Innovation and Choice Online Act 2021-22.

87 Competition and Markets Authority, ‘A new pro-competition regime for digital
markets — Advice of the Digital Markets Taskforce’ (December 2020)
<https://assets.publishing.service.gov.uk/media/5fce7567¢90e07562198286¢/Digital

_Taskforce - Advice.pdf> accessed 21 August 2023.
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In its analysis of seventeen mature and emerging economies, McKinsey
found that India was digitizing faster than any other country, barring
Indonesia.®® Moreover, as per Ernst & Young’s report, by 2030 India’s
e-commerce market is expected to grow to US $350 billion.®® Given
the enormous growth of India’s digital economy, competition concerns
are also likely to rise. Big-tech companies alone operate more than half
of the global internet market.”® With such a position of strength and the
special features of digital markets, such entities are enabled to further
strengthen their positions resulting in tipping the markets in their favour.

This serious and constant risk to fair competition is detrimental not
only to other entities, but also to consumers and ultimately to India’s
economy. Though the CCI has been making constant efforts to tackle
competition concerns arising due to tech giants like Google”, such
cases are likely to rise in the near future and to handle such matters
effectively, the CCI would require- (i) a comprehensive law for digital
markets; (ii) such law being backed up by ex-anfe provisions for
entities in significant positions of strength; and (ii1) a digital markets
unit within the CCIL.

Through an analysis of the recommendations of the Standing
Committee and the legal initiatives of different jurisdictions, the author
suggests that Indian lawmakers prioritise the enactment of a Digital
Competition Act with ex-ante provisions for certain specified entities,

8 ibid.

% Ernst and Young, ‘India@100: Realizing the Potential of US$26 trillion economy’
(Ernst and Young, 7 February 2023) <https://www.ey.com/en_in/india-at-
100/digitalizing-india-a-force-to-reckon-with> accessed 21 August 2023.

0 Rahul Ray, ‘Competition Law in the Digital Space: A Study of Exclusionary
Conduct by Tech Conglomerates’ (Observer Research Foundation, 5 May 2022)
<https://www.orfonline.org/research/competition-law-in-the-digital-space/>
accessed 21 August 2023.

N Umar Javeed v Google LLC [2008] Case No. 39 of 2018.
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to safeguard and promote the development of India’s digital economy
by ensuring fairness, contestability and sustenance of competition in
digital markets.
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REFLECTIONS ON THE SARFAESI ACT:
NAVIGATING ITS TWO-DECADE JOURNEY
THROUGH THE CELIR ROUTE

Huzaifa Shaikh and Habiba Sheikh*

ABSTRACT

The SARFAESI Act, enacted in 2002 to enhance the
recovery of defaulted loans, has faced significant
challenges in achieving its objectives, particularly in
balancing the interests of creditors and borrowers.
Prior to its implementation, the legal framework
governing commercial transactions was inadequate,
resulting in slow recovery rates and a rise in non-
performing assets among banks and financial
institutions. The authors in the present article, firstly
highlight the objectives of the act and examine
whether the act has conformed to its objectives over
the past two decades or not and if yes, then, till what
extent? Secondly, the emphasis has been made to the
acts inadequacy to strike a balance between the
interest of creditors and that of borrowers while
underpinning the provisions which have acted as the
bone of contention and lastly, the authors while
highlighting the key takeaways from Celir LLP case,
conclude how some crucial provisions of the act have

* The author is Final-Year student at Faculty of Law, University of Lucknow and is
Assistant Professor of Law, Gautam Buddha University, Greater Noida respectively.
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been used to heckle the borrowers time and again,
than to facilitate them.

Keywords: SARFAESI Act, Non-performing assets, Debt
Recovery Tribunal, Chief Metropolitan Magistrate,
secured creditor, Celir LLP case, Financial Institution.

I. INTRODUCTION

The financial sector has played a key role in India’s rapid economic
development, despite misaligned international prudential norms.
Although India’s banking industry has progressively aligned with these
global standards and accounting practices, there are still areas where
the banking and financial sector lags behind compared to other
participants in the global financial markets. Prior to the enactment of
SARFAESI Act,! the then existing legal framework ? relating to
commercial transactions, had been very debilitating and did not keep
pace with the changing commercial practices and financial sector
reforms.? As previously, a secured creditor’s only option for recovering
an unpaid loan was to file a lawsuit in a court of law to execute the
underlying collateral property. 4 The creditors were thus in a
disadvantageous position, since the legal process was lengthy and
expensive®. The key repercussions of the same have been the slow pace

! Securitisation and Reconstruction of Financial Assets and Enforcement of Security
Interest Act, 2002 (54 of 2002) (hereinafter “SARFAESI Act”).

2 H. Thakkar, ‘Efficacy of Debt Recovery Legislation: An Indian Experience’ (2020)
<https://www.researchgate.net/publication/358118288 Efficacy of Debt Recovery
_Legislation An_Indian_Experience> accessed 5 August 2024

3 S. Gadde, ‘Non-Performing Assets and the measures to reduce it’ (2019)
<https://www.tndalu.ac.in/pdf/2018/cocl/BankingServicesProblemsandPerspectives.
pdf> accessed 20 February 2023.

48. K. G. and Rizvi Z., ‘Life of Debt: India’s SARFAESI Act on Non Performing
Assets’ (Lexology, 4 August 2016)
<https://www.lexology.com/library/detail.aspx?g=115f5ba0-dlec-471c-83d9-
fd86195cd5cb> accessed 3 March 2023.

% ibid.

144


https://www.researchgate.net/publication/358118288_Efficacy_of_Debt_Recovery_Legislation_An_Indian_Experience
https://www.researchgate.net/publication/358118288_Efficacy_of_Debt_Recovery_Legislation_An_Indian_Experience
https://www.lexology.com/library/detail.aspx?g=115f5ba0-d1ec-471c-83d9-fd86f95cd5cb
https://www.lexology.com/library/detail.aspx?g=115f5ba0-d1ec-471c-83d9-fd86f95cd5cb

NLIU JOURNAL OF BUSINESS LAWS VOLUME V

of recovery of defaulting loans and constantly rising levels of non-
performing assets® of the banks and financial institutions.

For the purpose of looking into these loopholes and after considering
the need for reforms in the existing debt recovery system, the central
government of India constituted Narasimham Committee I, ’
Narasimham Committee 112 and Andhyarujina Committee®, and as per
their recommendations and suggestions, the government eventually
came up with altogether fresh and so-called robust legislation in the
form of SARFAESI Act, 2002. Simply put, in order to recover debts
and other financial assets in the event of default and to shorten the
adjudication process by allowing secured creditors to realize the
underlying collateral without filing a lawsuit, the Securitization and
Reconstruction of Financial Assets and Enforcement of Securities
Interest Act (“SARFAESI Act”)! was passed in 2002.1! In order to
bolster the implementation of the act, the Reserve Bank of India and
the Ministry of Finance were authorized to oversee its regulation. This
legislation enabled creditors like banks and other financial
organizations to recoup failed loans by selling the collateral and
residential assets at auction.? Though Insolvency and Bankruptcy
Code has been brought as a sister legislation but as compared to IBC,

6 SARFAESI Act, s 2(1)(0).

7 Business Standard, ‘What Is a Narasimham Committee and Its Recommendations?’
(Business Standard) <https://www.business-standard.com/about/what-is-
narasimham-committee> accessed 2 February 2023.

8 ‘Committee on Banking Sector Reforms (Narasimham Committee II) - Action ..."
<https://tbidocs.rbi.org.in/rdocs/PublicationReport/Pdfs/24157.pdf>  accessed 3
February 2023.

9 Standard B, ‘Radical Steps Mulled for Debt Recovery’ (Business Standard, 10 May
2000) <https://www.business-standard.com/article/specials/radical-steps-mulled-for-
debt-recovery-100051101022_1.htmlI> accessed 3 March 2023.

10 SARFAESI Act.

1 ibid.

12 <SARFAESI Act, 2002- applicability, objectives, process, documentation’
(Cleartax), <https://cleartax.in/s/sarfaesi-act-2002> accessed 5 August 2024.
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the SARFAESI Act is more focused on unpaid financial debts than on
insolvency explicitly. 1> No doubt that after the enactment of
SARFAESI Act, the banks and other financial institutions have made a
significant contribution to that journey and because of the same India
has come a long way, from having nearly no foreign reserves in the
middle of 1991 to having the third-largest economy in the world by
2011.1 But as the time lapsed, multiple anomalies pertaining to the
SARFAESI Act surfaced. Therefore, in order to deal with such
challenges, the need for the enactment of IBC was felt and the
government brought in Insolvency & Bankruptcy Code in the year
2016 as a full-fledged regulation. To say the least, both the SARFAESI
Act and the Insolvency and Bankruptcy Code 2016, have the same goal
of recovering bad debts by locating and directing a debtor’s assets to
satisfy the bad debt. Hence, it was obvious that both of these laws
would eventually run into each other. This juxtaposition prima facie
resulted in a clash. Thus, to strike a balance between these two statutes,
NCLAT in the case of Encore Asset Reconstruction Company Pvt. Ltd.
v. Ms. Charu Sandeep Desai'® very aptly resolved the clash by
clarifying the applicability of overlapping provisions thereby, putting
an end to the hassle. However, what remained to be sorted out was
another classic issue viz. Out of these two regulations, which is better
and more robust? This question requires another separate and detailed
scholarly debate. Therefore, the present article, while scaling down its
ambit, looks at the status of the borrowers specifically through the lens
of the SARFAESI Act. It emphasizes on the point that how SARFAESI
Act empowered the creditor to take stringent and bold measures to
realize its assets and despite one of the quintessential objectives vis a

13 Insolvency and Bankruptcy Code, 2016 (31 of 2016).
14 ‘MEA Statements: Bilateral/Multilateral Documents’ <https://mea.gov.in/bilateral-
documents.htm?dtl/> accessed 28 January 2023.

15 Encore Asset Reconstruction Company Pvt. Ltd. v Ms. Charu Sandeep Desai
Company Appeal (AT) (Insolvency) No. 719 of 2018.

146


https://mea.gov.in/bilateral-documents.htm?dtl/
https://mea.gov.in/bilateral-documents.htm?dtl/

NLIU JOURNAL OF BUSINESS LAWS VOLUME V

vis balancing the interest between creditors and borrowers, how
conveniently the courts have failed to acknowledge various challenges
of the borrowers at multiple junctures?

II. CROSSROAD BETWEEN CREDITORS AND
BORROWERS UNDER SARFAESIACT

Praised for its coercive and fast track measures to realize the assets, the
SARFAESI Act empowered creditors, financial institutions, and banks
in particular to auction off the debtor’s secured properties if they failed
to repay the loan amount. ® In simpler words, SARFAESI Act
authorized the financial institutions to reduce their ‘Non-Performing
Assets’ (“NPAs”) through coercive recovery and restoration operations.

The key highlight of this act has been the non-interference of the court!’
which further empowered the creditor to gain control of the secured
property of the debtor without going to the court, which otherwise,
would have made the entire process very cumbersome. The rationale
behind keeping the court away from the ambit at the initial stage, is to
speed up the entire process of realizing the assets, and the courts
normally do not intervene unless the transaction is fraudulent or
improper. Going down the lane of its practical application and
concluding which transaction is invalid or fraudulent is altogether a
different moot point. Thus, before understanding the plight of the
borrowers, it is critical to first understand how the SARFAESI Act
works. In a nutshell, the act facilitates the creditor to classify the
account of the borrower as Non-Performing Asset. However, it is a

16 Sumitra R, ‘SARFAESI: Steps to Be Followed for Effective NPA Management’
<https://taxguru.in/corporate-law/SARFAESI-steps-effective-npa-management.html>
accessed 5 February 2023.

17 Karthiga, ‘SARFAESI Act - Applicability and Borrower Rights” (IndiaFilings, 27
March 2020) <https://www.indiafilings.com/learn/SARFAESI-
act/#:~:text=SARFAESI%20was%20created%20to%20allow,without%20the%20int
ervention%200f%20courts> accessed 3 February 2023 .
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mandate that the creditor, be it bank or any other financial institution,
should give the borrower notice under section 13(2) to clear his liability
within 60 days.!® If the debtor fails to comply with the notice, the bank
may pursue any of the three options listed below?® by virtue of the said
act under section 13(4).%° Simply put, at first, it may take ownership of
the security in lieu of the loan. Besides, it can sell, lease, or assign the
right to security to anybody else. Furthermore, it can appoint a manager
for that property to take care of it on behalf of the bank.

HHIL.DOUBLING DOWN THE COERCIVE ACTIONS OF THE
CREDITOR

By virtue of section 14 of the statute, the creditor is empowered to take
assistance of the District Magistrate or Chief Metropolitan Magistrate
for taking possession of the secured property. Upon such a request in
writing by the secured creditor, the District Magistrate or Chief
Metropolitan Magistrate in whose jurisdiction any such secured asset?
or other documents relating thereto may be situated or found, assist for
the following recourse - “(a) take possession of such asset and
documents relating thereto; and (b) forward such asset and documents
to the secured creditor”. Although the provision contained under this
section was incorporated considering the malafide intentions of the
debtor and their access to illegal ways for not letting themselves get
dispossessed of the secured property but the generalization of this
approach and with the system focused at speedy realization of the
secured asset which is tilted heavily towards the Bank, affects genuine
borrowers who are not habitual defaulters, badly.?? In a plethora of
cases, the genuine borrowers tried challenging the actions of the

18 SARFAESI Act, s 13(2).

19 SARFAESI Act, s 13(4).

20 Security Interest (Enforcement) Rules, 2002 r 8.

2L SARFAESI Act, s 2(1)(zc).

22V Durga Rao, ‘SARFAESI Act and Sorrows of Borrower’ 2013, Taxguru.
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secured creditor, right from the stage of section 13(2) by pointing out
procedural loopholes and went on to the extent of challenging the
action taken by virtue of section 14. One thing which is worth noting
is that section 14 does not incorporate any procedure of proceedings or
in other words, jurisdiction of hearing the third party, but it is just a
formal assistance for obtaining the possession by the debtor. This
provision particularly has ensued a practical conundrum, which is dealt
in length in the part IV but in order to establish a prior understanding,
it is quintessential to refer to a very monumental case of the Bombay
High Court in this regard. In Phoenix Arc Pvt. Ltd. v. State of
Maharashtra®, while clarifying the functions of Chief Metropolitan
Magistrate/District Magistrate, the Bombay High Court held that “the
jurisdiction of the magistrate under Section 14 of the SARFAESI Act
is purely ministerial and limited only to assisting secured creditors in
taking possession of secured assets and nothing more”. This
observation by the court causes more damage than it cures because it
subverts the situation where the actions by the financial institution or
bank are illegal. Because in that situation, the borrower will have no
remedy than to let go of his secured property and then challenge it in
accordance with the statutory remedy provided by way of section 17.

This analysis not only makes the entire provision of section 14 creditor
centric but it also points out what is the possible remedy to the innocent
borrower against such coercive action of the creditor. One more
additional challenge with respect to this provision is whether recourse
taken by the creditor vide section 14 is challengeable during the
pendency of the request before the magistrate or not. Besides, another
intriguing point of this provision is clause 3 of section 142% which
provides that “No act of the Chief Metropolitan Magistrate or the
District Magistrate [any officer authorized by the Chief Metropolitan

23 Writ Petition No. 9749 of 2021, Bombay High Court.
2 SARFAESI Act, s 14(3).
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Magistrate or District Magistrate] done in pursuance of this section
shall be called in question in any court or before any authority”. In
order to demystify the assumption that an order passed by DM/CMM
is free from any checks and balances, the hon’ble Supreme Court in
Harshad Govardhan Sondagar®® while taking into account the interests
of the borrowers held that the decision passed by the Chief
Metropolitan Magistrate/ District Magistrate will not be a restriction
for High courts or Supreme Court to exercise jurisdiction to examine
such a decision. The Court’s rationale behind this is that the jurisdiction
which has been ensured by the Constitution, cannot be taken away by
any other statutory provision. This judgment has been remarkable as it
settled the position of law on this point.

Another important aspect of this provision is whether it is an option
available to the creditor only when he has exhausted prior remedies
provided by section 13(4). To demystify this confusion, the reference
can be made to the case of Standard Chartered Bank®®, wherein the
Court held that “it is not mandatory for a secured creditor to make an
attempt to obtain possession on his own before approaching the
magistrate and the secured creditor can resort to any one of the three
remedies available and one among them is, directly approaching the
magistrate under section 14”. Hence, it becomes clear that section 14
measure is not an action subsequent to section 13(4) but it is an
independent measure in its entirety. These rulings and observations
while settling down the position of law, to a greater extent have
subverted the interests of the borrowers and made them susceptible to
the aggressive challenges of the creditors.

IV.LESSONS FROM BAFNA MOTORS CASE

% Harshad Govardhan Sondagar v International Assets Reconstruction Company
Limited and Ors. (2014) 6 SCC 1.
% Standard Chartered Bank v Noble Kumar and Others (2013) 9 SCC 620.
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The borrower’s remedy in response to the notice issued under Section
13, when he feels that the actions taken by the secured creditor, be it
bank or any other financial institution are against his interests, is to
knock the doors of the Debt Recovery Tribunal, hereinafter abbreviated
as DRT and appeal against the same, vide section 17 of the act.?’
Similarly, in Celir LLP v. Bafina Motors®® hereinafter referred as Celir
LLP case, the borrower defaulted on a credit facility granted by the
bank?®. Following the default, the bank issued a demand notice under
Section 13(2) of the SARFAESI Act, 2002. Despite being notified, the
borrower failed to pay its debts, and as a result, the bank took
possession of the secured asset and auctioned it off. Notwithstanding
the fact that the borrower exhausted all of the remedies offered by the
act, nothing came to his aid. Following a thorough examination, the
Supreme Court ruled that, as a result of the amendment to Section
13(8)% of the SARFAESI Act, the mortgagor’s right to redemption
would be lost following publication of the auction notice. Though the
ruling of this case clarifies the interpretation of the amended version of
Section 13(8) of the SARFAESI Act but it compounds the plight of the
borrowers as it holds that the amended provision i.e., Section 13(8)
extinguishes the borrower’s right of redemption in the event he fails to
repay his dues and redemption of the asset is only provided before
publication of the auction notice. The ruling is indeed landmark as it
settles the controversy with regards to the “last chance of redeeming”
the mortgage but the important takeaway for borrowers from this case
is that they must remain cautious and, if they intend to redeem their

2" Transcore v Union of India (2008) 1 SCC 125.

28 Celir LLP v Bafna Motors (Mumbai) Pvt. Ltd. (2023) 105 SC.

2 ¢Co, R. and (2023) Celir LLP v. Bafna Motors (Mumbai) pvt. Itd.and ors. -
securitization and structured finance - india, Celir LLP v. Baftha Motors(Mumbai) Pvt.
Ltdand Ors. - Securitization and Structured Finance — India’
<https://www.mondaq.com/india/securitization--structured-finance/1374916/celir-
llp-vs-bafha-motorsmumbai-pvt-ltd-ors> accessed 14 January 2024.

30 SARFAESI Act, s 13(8).
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asset, they must pay must pay their dues well in time, or at the least,
pay it before the lender proceeds to issue an auction notice under
Section 13.%¢

V. APPROPRIATE REMEDIES TO THE BORROWERS, NOT
SO APPROPRIATE

The objective of the SARFAESI act has been to strike a reasonable
balance between creditor’s actions and borrower’s rights but what its
implementation over the years has yielded, is worth highlighting. It is
seen that the banks have been overly eager to use the provisions of
SARFAESI Act as a first resort to collect the loans from micro, small,
and medium-sized companies (“MSME”), typically breaking Reserve
Bank of India recommendations (“RBI”).*? There is no doubt about the
fact that in order to recover the loans from the defaulting borrowers,
the efforts have been made to smoothen the process but what is equally
important to consider, is the fact that in the garb of these actions by the
creditors, the rights of the debtors are not jeopardized. To say the least,
section 13 of the act has enabled the creditors to an extent that they are
even empowered to evict the tenant®, which has unsurprisingly been
one of the contentious provisions over the years because of its capacity
of being abused and more so, if it is used, it would render the innocent
borrowers remedi-less. Though, the act has provided reasonable
remedies to the borrowers but through this part of the paper, we argue
that in reality, such remedies have not been encashed by the borrowers

%1 Indulia, B., Ridhi and Kulkarni, A., ‘Right of redemption and the Amended Section
13(8), SARFAESI Act - Celir LLP v. Bafna Motors (Mumbai) (P) Itd.: A case
comment’ (SCC Blog) <https://www.scconline.com/blog/post/2023/12/12/right-of-
redemption-and-the-amended-section-138-sarfaesi-act-celir-llp-v-bafna-motors-
mumbai-p-Itd-a-case-comment> accessed 14 January 2024.

32 Knn India - Knowledge and News Network, ‘How Banks Misuse SARFAESI Act
Provisions for Loan Recovery’ (KNN Knowledge and News Network)
<https://knnindia.co.in/blog/blogdetails/how-banks-misuse-SARFAESI-act-
provisions-for-loan-recovery> accessed 4 February 2023.

3 ibid.
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to its fullest due to practical impediments, which has eventually
obliterated the core objective of the act.

D. REPRESENTATION UNDER SECTION 13(3A)

Upon being served a notice under section 13(2), the borrower is not
expected to simply accept it. Considering the importance of this stage,
the parliament brought an amendment3* after the decision of the
Supreme Court in Mardia Chemicals®®, and incorporated section 13(3A)
which acknowledged a crucial right of the borrowers. Section 13(3A)
provides the right of representation. The borrower through this
provision has been exclusively empowered to raise an objection with
respect to his account being categorized as Non-Performing Asset by
the creditor. The rationale behind this provision is to give an
opportunity to the borrower to explain the circumstances revolving
around its inability to repay the debt and propose rescheduling the
repayment. Although this provision has been made mandatory in nature
and has been brought forth to facilitate the borrowers, it doesn’t totally
neglect the challenges of the creditors and entitles them with the option
either to consider or to reject the representation made under this
provision and communicate the same to the borrower but through
various cases it has become quite apparent that secured creditors are
prejudiced about it and have time and again, beyond reason and
comprehension, very conveniently tried to escape it. These statutory
and practical impediments have brought us to a very complex juncture
because now the question is, whether deciding the representation and
communication of the same by the creditor to the borrower is a
condition precedent for the secured creditor to proceed with section 14
or not? Because at one point, the courts have gone to an extent to decide
that measures provided under SARFAESI Act to the secured creditor

34 Inserted by Act 30 of 2004 (w.r.e.f 11-11-2004).
% Mardia Chemicals v Union of India (2004) 4 SCC 311.
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by way of S.13(2),13(4) and 14 are independent and the secured
creditor can resort to any one of the three remedies available out of
them one is to directly approach the magistrate in accordance with
Section 14.%¢ To say the least, the creditors, while taking negative
advantage of such precedents, have conveniently managed to surpass
this obligation, which acts as a barrier in their hostile approach to harass
the borrower. To substantiate the aforementioned contention, the
reference can be made to the case of Mrs. Sunanda Kumari and Another
v. Standard Chartered Bank®’, wherein, the court while deciding the
objections raised by the borrower and obligation on the part of the
creditor, held that the “secured creditor is statutorily bound to consider
the borrower’s representation and even if the creditor thinks that such
representation or objection is either unacceptable or not tenable or both,
he is still bound to communicate the reasons for such non-acceptance”.

Along the same lines, the Allahabad High Court, in one of the
landmarks judgments, held that the authority hereinafter referred as the
creditor has no right to move forward by contravening the provisions
contained in section 13(3A) of SARFAESI Act®. Despite the decision
of the Supreme Court in Keshavial Khemchand & Sons (P) Ltd. v.
Union of India,*® and in other multitude declarations by various High
Courts, one is left surprised that there are still numerous instances
wherein the secured creditors very easily and conveniently surpass this
mandatory provision and thereby eventually rendering the borrower
with no remedy at this stage. The right to raise objections against the
notice issued under section 13(2) is a very crucial right and it is not an
overestimation but a fact, that such a right to the borrower will remain

3 (2013) 9 SCC 620.

37 Writ Petition No. 9694 of 2005, Karnataka High Court.

38 M/s. Malhotra Tractors and Another v Chief Manager, State Bank of India,
Faizabad and others Writ Petition No. 11425 (M/B) of 2008.

39(2015) 4 SCC 770.

154



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

elusive as long as creditors’ attitudes remain skewed by such a perverse
approach and if there will not be timely interference of the Courts in
such situations.

E. THE CONUNDRUM OF ALTERNATE REMEDY: SECTION 17

The act through section 17 entails remedies which can be resorted to
by the borrowers whenever required. The plain reading of the provision
brings us to the conclusion that the remedy is specifically available
against the actions referred to in sub-section 4 of section 13.%° Now the
question is, if the borrower is not aggrieved by section 13(4), instead
he is dissatisfied with the secured creditor’s actions under Section 14,
then, in that case, is it appropriate on behalf of the borrower to seek
remedy available by section 17 or it is apposite to directly go to the
High Court via Article 226.4 The courts while addressing such
concerns have expanded the ambit of section 17 and the current
position of the law is clear, as now it provides that not only the
proceedings under section 13(4) can be challenged but also
proceedings under section 14 can also be challenged by way of section
17 of the act.%? The very first instance which brought forth this issue
and cleared the position of law was in the Standard Chartered Bank
Case,*® wherein the Supreme Court while expanding the ambit of
section 17 categorically held that “by whatever manner the secured
creditor obtains possession either through the process contemplated
under section 14 or without resorting to such a process obtaining the
possession of a secured asset is always a measure against which a
remedy under section 17 is available”. However, a borrower’s
appeal under section 17 may be granted or denied by the DRT, at its

40 SARFAESI Act, s 13(4).

41 The Constitution of India, 1950 art. 226.

42 Shri Safique Ali v State of U.P and Ors. (2019).

43 Standard Chartered Bank v V. Noble Kumar and others (2014) 1 MPLJ 396.
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discretion. If the Debt Recovery Tribunal approves the appeal
petition, it has the ability to order the bank to return ownership to
the borrower if the bank failed to take possession in compliance with
the SARFAESI Act. However, the DRT’s power is restricted to this
stage, and it cannot further direct the banks, which raises
complications for the borrower. The bank may very well deny the
borrower’s request, rendering him helpless in such a situation
because he cannot seek DRT to compel the bank to allow his loan’s
restructuring in accordance with the RBI standards. However, the
ultimate remedy through the doors of the Constitutional Court, i.e.
the High Court, is always available for the borrowers via Article 226;
however, we cannot turn deaf ears from the amount of harassment
and hardship which a borrower goes through during this entire
process. Moreover, it is also notable that when it comes to the High
Court to entertain writ petitions pertaining to such instances, the courts
have shied away from entertaining them as a remedy to challenge the
proceedings of SARFAESI Act. The common rationale behind such
dismissed writ petitions is that the borrower cannot, while bypassing
the remedy available by the section 17, approach the High Court. This
juncture, therefore ignites a debate with regards to alternate remedy as
prescribed within the statute. The Supreme Court right from the case of
Mathew Varghese**, Authorised Officer, State Bank of Travancore,
Dwarika Prasad® and Standard Chartered Bank®® has categorically
held that “the remedy provided to a borrower/debtor in proceedings
under the SARFAESI Act is by way of filing an appeal under section
17 of the act and not by approaching the High Court under Article 226
of the Constitution of India”. Thus, this conundrum of alternate remedy
during the existence of statutory remedy vide Section 17 has time and

4 Mathew Varghese v M. Amritha Kumar and Ors. (2017) 92 SC.
% Dwarika Prasad v State of U.P and Ors. (2018) SC.
46 ibid.
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again affected the innocent borrowers and have rendered them
remediless, who want to regularize their account and do away with any
sort of existing irregularity with regards to their accounts.

VI.ROLE OF MAGISTRATE

The act has been quite contentious when it comes to the role of
Magistrate. Firstly, because of section 14(3) as it attaches finality to the
decision of the Magistrate. The provision provides that no act of the
Chief Metropolitan Magistrate or District Magistrate carried out in
accordance with this provision shall be challenged before any court or
authority. In order to demystify the apparent error with respect to the
finality of the decision of DM/CMM, the Hon’ble Supreme court in the
case of Harshad Govardhan Sondagar*’ has very aptly held that the
statutory provisions requiring an authority’s judgment to be final,
excluding the power of any other authority or Court to investigate such
a decision, will not, in any circumstances whatsoever, prevent the High
Court or Supreme Court from exercising the jurisdiction as vested by
the Constitution. The rationale behind this ratio of the court was that
the statutory provision at any cost cannot impinge the power vested by
the Constitution. Therefore, the current position of the law is that the
decision of the CMM/DM can be questioned before the high court
under articles 226 and 227 of the constitution by any aggrieved party
and the High Court can then analyze such CMM/DM decisions in
accordance with established legal standards. Another disputed part of
section 14 is the role of the magistrate with respect to his assisting the
secured creditor in taking possession of secured assets. The rationale
behind this provision is crystal clear. Considering the inability of
creditors or any agent to take up the possession on his own and the
allied reasonable apprehensions regarding the use of threat or power by

4 Harshad Govardhan Sondagar v International Assets Reconstruction Co. Ltd.
(2014) SC.
“8 The Constitution of India, 1950 art. 226.
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the mischievous borrowers, the act, to combat such circumstances,
provides the administrative support by the Magistrate of such
jurisdiction to assist the creditors to take up the possession without any
encumbrances. The literal text of the provision is undisputed but it’s
the interpretation of the same by the various courts including supreme
court which has resulted in the confusion. The provision has been
interpreted in good light considering all the factors and not just the
interest of the creditors as, the courts believed that resorting to only
literal interpretation of the text will lead to the absolute powers in the
hands of the creditors and at this point the borrower will have no other
remedy than to challenge the proceedings under section 13 and the
Magistrate’s action under section 14. The damage which the purposive
interpretation of this section has done is that it has also conferred
judicial in addition with administrative powers on the magistrate.
Going by the language of the text, we would know that the provision
only provides for the assistance to the creditor upon the magistrate’s
satisfaction. But many times, the magistrate, while performing the
function, has deviated from the language of the provision so as to
balance out the interests between the creditors and borrowers and in
fact, sometimes favoring the borrowers. In one such case, the court
quashed the order passed by the Additional District Magistrate as no
opportunity of hearing was given before passing the order under section
14 of the SARFAESI Act to the borrower.*°

This juncture, in a plethora of cases, has played a monumental role in
favoring the innocent borrowers to have a remedy at the last resort, in
order to prove his innocence before he succumbs to the injudicious
assistance of the magistrate, thereby eventually dispossessing the
property. Such instances have created hue and cry as to the approach of
the interpretation because this deviation from the strict interpretation

4 Kumkum Tentiwal v State of U.P. AIR 2018.
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of the provision has overshadowed the administrative functions of the
magistrate with non-existent judicial functions. It is to be noted that in
the absence of any binding decision of the apex court, the High Courts
have resorted to their individual approach with respect to the role of the
magistrate. Albeit belated, the supreme court recently, held that under
section 14, the CMM/DM is obligated to help the secured creditor
obtain the possession of the secured assets as well as the documents
relating thereto, even with the assistance of any officer under his direct
supervision and/or with the assistance of an attorney appointed as
Advocate Commissioner, once the secured creditor has complied with
or satisfied all requirements under section 14 of the SARFAESI Act.

The court also observed that at this juncture, the CMM/DM is not
required to decide the disagreement over the secured assets between
the borrower and the secured creditor, or between the secured creditor
and any other third party, and the aggrieved party will be left to raise
objections in the proceedings under section 17 of SARFAESI.% This
decision by the apex court has limited the scope of remedies available
to the borrower. This stringent literal interpretation by the hon’ble apex
court makes this provision more stringent and more creditor centric
whilst, very conveniently looking away from the sorrows of the
borrowers.

VII. CONCLUSION

The SARFAESI Act of 2002 has undoubtedly provided substantial
advantages to secured creditors, often to the extent that it has been
criticized for legalizing actions that some deem as excessively harsh
towards borrowers. The Act’s swift and streamlined procedures have
empowered creditors with greater control over the recovery process,

%0 Balkrishna Rama Tarle Dead Thr LRS and Anr. v Phoenix ARC Private Limited
and Ors. (2022) Livelaw (SC) 799.
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yet this has led to concerns about potential misuse and infringement of
borrowers’ rights, which has been evident in the past two decades.

Through this analysis we have highlighted that the provision contained
in section 13(2) has particularly raised significant concerns regarding
the potential for creditor abuse. This provision, while designed to
empower creditors to take swift and stringent actions for debt recovery,
has sometimes been exploited in ways that have compromised the
rights of innocent borrowers. The creditor’s right has been bolstered by
way of the latest position in the case of Celir LLP that under Section
13 of the SARFAESI Act, no borrower may redeem his secured asset if
he fails to pay his dues prior to the lender’s publication of the auction
notice. Besides, the right to raise objections against the notice issued
under section 13(2) vide section 13(3A), despite it being mandatory
provision, has been ignored by the creditors to heckle the borrowers.

Therefore, in order to deal efficiently with such a challenge, we
conclude that such a right to the borrower will remain elusive as long
as creditors’ attitudes remain skewed by such a perverse approach and
if there will not be timely interference of the DRT or any other Courts
in such situations. In addition, the role of magistrates under section 14
of the Act has been a matter of contention, as it has sometimes resulted
in delays and obstacles in the recovery process, contributing to a
challenging environment for creditors. Therefore, it is the need of the
hour that the role of magistrate must be demystified while considering
the interest of the borrowers. Furthermore, we have also seen through
various cases that the alternative remedy offered under section 17
which is intended to provide a recourse for borrowers, has, in certain
istances, acted more as a roadblock than a facilitator because instead
of allowing borrowers to seek relief through writ petitions under Article
226, it has sometimes restricted their access to judicial redress, in the
garb of availability of alternate remedy within the statute.
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While the SARFAESI Act has undeniably strengthened the position of
secured creditors in India’s financial landscape, it remains imperative
to strike a balance between the interests of creditors and the protection
of borrowers’ rights. Addressing the concerns and shortcomings
identified in this analysis will be crucial to ensuring that the Act’s
intended purpose of expediting the recovery process does not
inadvertently legitimize illegal actions, while also streamlining the role
of magistrates to ensure more efficient debt recovery procedures.
Balancing the scales of justice within the framework of this legislation
remains an ongoing challenge that requires thoughtful consideration
and reform which is essential for a fair and effective financial system
that serves the interests of all the stakeholders.
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ANALYZING COMMITTEE RECOMMENDATIONS:
INTRODUCTION OF VARIABLE CAPITAL
COMPANIES IN THE INTERNATIONAL
FINANCIAL SERVICES CENTRE

Ayush Gaur and Tarun Mishra*
ABSTRACT

This article analytically and critically examines the
proposal to introduce Variable Capital Companies
(“VCC”) in the International Financial Services
Centre (“IFSC”), as recommended by the K.P.
Krishnan Committee and the legal framework
outlined by the M.S. Sahoo Committee. By
positioning itself as a competitive global financial
hub, the IFSC hopes to draw in international
investment and foster economic expansion. The study
focuses on three primary domains: the absence of
VCC-enabling provisions in the current Fund
Management Entity (“FME”) Regulations, the
possible legislative adjustments needed to introduce
VCCs, and the ensuing effects on IFSC fund
management and organizational structures. This
research paper further addresses and navigates legal
challenges by emphasizing on VCC Fund as a
Collective Investment Scheme, the open and close-

* The authors are Fourth-Year students at Tamil Nadu National Law University.
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ended sub-funds, and the novel approach of VCC
Structure vis-a-vis capital reduction. While exploring
legal and regulatory challenges, this research paper
delves into the need for amendments in several
legislations and regulations, the importance for a
clear and complete regulatory framework for VCCs
in the IFSC. It assesses how these regulatory changes
will affect fund management, taking into account how
they will affect the investment ecosystem, economic
growth, and related regulatory and risk management
issues. The study’s conclusion emphasizes the
possible advantages of introducing VCC to the IFSC,
such as more foreign investment, streamlined exit
processes, and improved investor flexibility. In order
to enable their successful implementation and
support the expansion of the financial ecosystem
inside the IFSC, the study suggests making the
necessary amendments to the current legislation and
formulating particular rules for VCC structures
within the IFSC.

Keywords: Variable Capital Companies,
International Financial Services Centre, Collective
Investment Scheme, Capital Reduction, Open-ended
Sub-Funds, Close-Ended Sub-Funds, SEBI (AIF)
Regulations, 2012.

I. INTRODUCTION
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The International Financial Services Centre Authority (“IFSCA”) was
established on April 27, 2020 as per section 4 (1) of the International
Financial Services Centres Act, 20192 (“IFSC Act, 2019”) and is
headquartered at GIFT City Gandhinagar, Gujarat. The IFSCA seeks to
promote the growth of financial services, financial products and
financial institutions in the IFSC, thereby giving it more prospects of
economic growth and financial prosperity. In addition to it, it also seeks
to bring onshore the offshore investment, thereby enabling India to
compete with some of the more established jurisdictions in the world
such as Singapore, Mauritius and Hong Kong.® The IFSC Act, 2019
applies to the International Financial Services Centre (“IFSC”) set up
under section 18 of the Special Economic Zones Act, 2005 (“SEZ Act,
2005”).4 1t is pertinent to mention here that only one IFSC is allowed
in a given Special Economic Zone (“SEZ”).

Fund Management refers to the process of investing and managing pool
of money on behalf of investors. The very idea of Fund Management
is to generate returns for investors which are consistent with their
investment objectives and their ability to bear the risk involved. In
India, Fund Management is generally done through threefold
mechanisms, i.e., Trust as governed by the Indian Trusts Act, 1882,°
Companies, as governed by the Companies Act, 20137 and Limited

! International Financial Services Centres Authority, ‘About IFSCA’
<https://ifsca.gov.in/Pages/Contents/AboutIFSCA> accessed 27 November 2023.

2 The International Financial Services Centres Authority Act, 2019 (50 0f2019) s 4(1)
(hereinafter “IFSCA”™).

3 Cyril Amarchand Blogs, ‘IFSCA (Fund Management) Regulations, 2022: Inching
closer to make India a Global Hub for Asset Management’
<https://corporate.cyrilamarchandblogs.com/2022/07/ifsca-fund-management-
regulations-2022-inching-closer-to-make-india-a-global-hub-for-asset-
management/> accessed 27 November 2023.

4 The Special Economic Zones Act 2005 (28 of 2005) (hereinafter “SEZ 2005”).

> SEZ 2005, s 18(1).

6 The Indian Trusts Act, 1882 (2 of 1882).

" The Companies Act, 2013 (18 of 2013).
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Liability Partnerships (“LLPs”), as governed by the Limited Liability
Partnerships Act, 2008.8 Until 2012, trusts were only the popular
vehicle available for pooling of funds but with the introduction of
Securities and Exchange Board of India (Alternative Investment Funds)
Regulations, 2012,° [“SEBI (AIF) Regulations, 2012”] the idea to pool
investor funds into the above threefold mechanism was brought in.°
Regulation 2(1)(b) of the SEBI (AIF) Regulations, 2012 provides the
definition of Alternative Investment Fund (“AIF”) and it means “any
fund established or incorporated in India in the form of a trust or a
company or a limited liability partnership or a body corporate.”

Another kind of fund which has made Singapore and Luxembourg
great destinations for asset managers could soon be introduced in
India.*! Dr. K.P. Krishnan Committee Report provides a proposal as to
the introduction of Variable Capital Company (“VCC”) in the IFSC.12
A VCC is a kind of company in which the capital keeps fluctuating.
Basically speaking, a VCC has two characteristics viz., firstly, the
securities are redeemable i.e. the capital is returned to the shareholders
and secondly, the VCCs may consist of either single pool of funds or
multiple pool of funds.'® When it comes to multiple funds, it is known
as sub-funds. Generally speaking, the different sub-funds carry their

8 The Limited Liability Partnership Act, 2008 (6 of 2009).

® Securities and Exchange Board of India (Alternative Investment Funds) Regulations
2012, LAD-NRO/GN/2012-13/04/11262.

10 Government of India, International Financial Services Centre Authority, Report of
the Expert Committee on Feasibility of the Variable Capital Company in
International Financial Services Centres In India (26 May 2021) (hereinafter
“Feasibility of VCC”).

"The Economic Times, ‘India’s Gift City may bring in Variable Capital Companies’
<https://economictimes.indiatimes.com/news/economy/finance/indias-gift-city-
may-bring-in-variable-capital-companies/articleshow/96097482.cms?from=mdr>
accessed 27 November 2023.

12 ibid.

BIndia Corp Law, ‘IFSCA Report on the Design of Variable Capital Companies’
<https://indiacorplaw.in/2022/12/ifsca-report-on-the-design-of-variable-capital-
companies.html> accessed 27 November 2023.
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own assets and liabilities, thereby segregating one sub-fund from the
other in its entirety.

Another committee, under the chairmanship of M.S. Sahoo, has come
up with a legal framework for the implementation of VCC in the
IFSC.* The idea of VCC is to promote fund management in the IFSC,
thereby making it as a lucrative investment opportunity for foreign
investors. Furthermore, the very proposal of introducing VCC is to
make it less cumbersome vis-a-vis raising the capital from public and
also enhancing the financial services and products in the IFSC. VCC,
as a concept, will see a significant departure from the conventional
mechanisms of fund management, thereby also enhancing the rank in
the Ease of Doing Business.™® At this juncture, it is also worthwhile to
mention the eligibility or conditions of investment. Guideline 22 of the
SEBI (International Financial Services Centres) Guidelines, 2015
provides that a person resident outside India, a non-resident Indian, an
institutional investor resident in India who is eligible under Foreign
Exchange Management Act (“FEMA”) to invest funds offshore, a
person resident in India having a net worth of at least US Dollar one
million during the preceding financial year who is eligible under
FEMA to invest funds offshore are eligible to make an investment in
an AIF or a mutual fund operating in IFSC.1

This study’s main question navigates two crucial dimensions. The first
question is whether the Fund Management Entity (“FME”) Regulations’
lack of residuary or comparable enabling provisions makes it difficult

14 Government of India, International Financial Services Centre Authority, Report of
the Expert Committee for Drafting a Legal Framework for Allowing Variable Capital
Company Structure in The IFSCs (12 October 2022) (hereinafter “Allowing VCC
Structure”).

5 The World Bank, [Ease of Doing Business Rankings
<https://archive.doingbusiness.org/en/rankings> accessed 23 November 2023.

16 Securities and Exchange Board of India (International Financial Services Centres)
Guidelines 2015.
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for funds or schemes to be established and run as variable capital
companies in the IFSC. This legal conundrum, which has regulatory
inadequacies at its core, prevents the IFSC from implementing novel
fund management structures. Second, the study examines whether
legislative changes required for the implementation of the VCC
Framework in the IFSC have the potential to optimise fund
management procedures and fund structures. The framework
developed by the M.S. Sahoo Committee is in line with the general
objective of promoting fund management inside the IFSC, inviting
international investment while streamlining capital raising procedures.
The VCC paradigm’s proposal promises a break from traditional fund
management techniques, enhancing the environment of ease of doing
business. This study explores the complex interplay between regulatory
gaps, VCC adoption, and the ensuing effects on fund management and
fund structures in the IFSC.

II. EXPLORING REGULATORY CHALLENGES AND
INNOVATIVE STRUCTURES: THE CASE OF VCCS IN
IFSC

In India, there is no regulatory or legal framework which provides for
the establishment of a VCC is the IFSC. However, there have been
committee reports which have emphasized on the proposal to enact
laws and regulations to establish VCC is the IFSC.!" In the committee
reports, there have been suggestions as to the implementation of the
very idea of VCC and the regulatory framework thereof. IFSC’s
success lies in the introduction of more universal and modern
businesses which benefit not just the investors but also the fund
management entities. Now what problem plagues the idea of VCC is
worth noting. The current regulatory regime falls short of providing a
concrete base for VCCs and this is viewed, in this paper, from three

17 Feasibility of VCC; Allowing VCC Structure.
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perspectives, i.e., a) VCC Fund as a Collective Investment Scheme; b)
VCC Structure vis-a-vis Open and Close Ended Sub-Funds and c) VCC
Structure with respect to the Capital Reduction.

A. VCC FuUND AS A COLLECTIVE INVESTMENT SCHEME

In countries where VCCs have come up either with an enactment of an
altogether new law or with the amendment in the existing law, a sub-
fund in the VCC can be set up as a Collective Investment Scheme (CIS).
In Mauritius, for instance, section 7 (3) of the Variable Capital
Companies Act, 2022 provides that “The Commission may approve the
operation of a sub-fund as a collective investment scheme or a closed-
end fund......”* Similarly, section 2 (1) of the Singapore Variable
Capital Companies Act, 2018 also provides that a “sub fund means a

collective investment scheme that is part of an umbrella VCC.”°

Although the term ‘CIS’ existed in the statute in the original 1992 Act
itself, the definition of the CIS came only through the Securities Law
(Amendment) Act, 1999.%° Even the Securities Law (Amendment) Act,
1995 inserted section 12 (1B) which provided for a mandatory
certificate of registration for CIS to be operated in the market but it did
not provide for a definition of a CIS.?! Dr. S.A. Dave Committee
Report?? outlined the definition of CIS which was similar to what the
Securities and Exchange Commission (“SEC”) of the USA had
considered while defining the term ‘Investment Contracts’ while
delving into the characteristics of the term ‘Securities’ as laid down by
the U.S. Supreme Court in the case of SEC v. W.J. Howey?® (commonly

18 The Variable Capital Companies Act, 2022 (MA) (hereinafter “Mauritius Act”).
19 Variable Capital Companies Act, 2018 (SG) (hereinafter “Singapore Act”).

20 The Securities Law (Amendment) Act, 1999 (32 of 1999) s 11.

2L The Securities Law (Amendment) Act, 1995 (9 of 1995) s 7(b).

22 Government of India, Securities and Exchange Board of India, Report of the
Committee on Collective Investment Schemes (5 April 1999).

B SEC v W.J. Howey 328 US 293 (1946).
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referred to as the ‘Howey’s Test’). The three characteristics of CIS as
per Dave Committee’s report are, pooling of investments, management

by entities, and absence of day-to-day control of the investors.?*

In India, section 11AA (2) & (2A) of the Securities and Exchange
Board of India Act, 1992 (SEBI Act, 1992) provides for the elements
of a CIS.® “Any scheme or arrangement made or offered by any
company under which the contributions, or payments made by the
investors, are pooled and utilised with a view to receive profits, income,
produce or property, and is managed on behalf of the investors is a
CIS.”?6 However, in India, since there is no legal framework per se with
respect to the VCC specifically, a CIS is governed by the Securities and
Exchange Board of India (Collective Investment Scheme) Regulations
1999 [“SEBI (CIS) Regulations, 19997].%

It is a matter of fact that the SEBI (CIS), Regulations, 1999 are stringent
enough to deal with the deceptive practices undertaken by businessmen
especially when it comes to the agro-based and plantation activities.
This is owing to the fact that companies undertaking CIS prior to
coming up of the SEBI (CIS) Regulations, 1999 involved in such kind
of plans which were having totally uncertain base, thereby defrauding
the poor investors.?® This is pertinent from the fact that the Bombay
High Court in the case of Securities and Exchange Board of India v.

2 Sumit Agarwal and Robin Joseph Baby, SEBI Act A Legal Commentary on
Securities and Exchange Board of India Act, 1992 (Taxmann 2011) 183.

% Securities and Exchange Board of India Act, 1992 (15 of 1992).

% Securities and Exchange Board of India, ‘FAQ- Collective Investment Schemes’
<https://www.sebi.gov.in/sebi_data/faqfiles/jan-2017/1485846814724.pdf> accessed
29 November 2023.

27 Securities and Exchange Board of India (Collective Investment Scheme)
Regulations 1999.

2 SCC Online Blog, ‘Collective Investment Scheme: Still a Hard nut to crack for the
Regulator’ <https://www.scconline.com/blog/post/2016/01/25/collective-
investment-scheme-still-a-hard-nut-to-crack-for-the-regulator/# ftnref2> accessed
29 November 2023.
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Libra Plantation Ltd. *® ordered the seizure of properties of the
respondents, when it was established the respondents have siphoned off
large sums of money from the small investors, thereby exploiting the
investors and taking the advantage arising out of a vacuum in the
statutory laws.

The SEBI (CIS) Regulations, 1999 provide for certain conditions to be
followed before making a CIS since it is essential to instil confidence
in the investors that their interests will be protected and transparency
will be ensured. Further, the concept of variable capital companies, if
introduced in India, will not fit into the existing regulatory framework.
The structure of VCC will decrease the power of SEBI to regulate and
supervise CIS, which in turn, would lead to increase in illicit activities
in India.3® While on one hand, investor protection is of paramount
importance, on the other hand, economic growth is also essential.
Along the same lines, while CIS requires stringent regulations in order
to protect the interests of the investors, minimizing corporate
governance and regulations for VCCs may have a detrimental effect.
Hence, it would be interesting to know as to how the very idea of VCCs
is implemented vis-a-vis the CIS and how the two ends would be
reconciled so as to reach a middle ground.

B. VCC STRUCTURE VIS-A-VIS OPEN AND CLOSE-ENDED
SUB-FUNDS

The International Financial Services Centres Authority (Fund
Management) Regulations, 2022,3! [“IFSCA (FM) Regulations, 2022”]

2 Securities and Exchange Board of India v Libra Plantation Ltd. (1999) 33 CLA
256.

30 Vinod Kothari Consultants, ‘Variable Capital Company: Singapore Proposes a New
Way of Making Investments’ <https://vinodkothari.com/2018/10/variable-capital-
company/> accessed 29 November 2023.

31 The International Financial Services Centres Authority (Fund Management)
Regulations, 2022 IFSCA/2021-22/GN/REG024.
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provides the definition of Open as well as Close Ended Scheme.
Regulation 2 (1) (i) provides as follows:

“close ended scheme means any scheme in which the period of
maturity of the scheme is specified.”?

Furthermore, Regulation 2 (1) (aa) provides as follows:

“open ended scheme means a scheme which is not a close ended
scheme i.e. it does not have specified maturity period”>

The IFSCA (FM) Regulations, 2022 introduced various fund structures,
including close-ended and hybrid option schemes. The IFSCA (FM)
Regulations, 2022 provide for either close ended or open ended
schemes such as Category II AIF,3* Restricted Schemes, *® Retail
Schemes % and Family Investment Fund 3’ or purely close ended
schemes such as Category 1% and II AIF® and Special Situation
Funds.*® However, as proposed by the Krishnan Committee Report, a
given fund can be both close ended as well as open ended.*! This will
give the investors an opportunity to subscribe and redeem the fund at
their own convenience. Furthermore, it will also provide the fund
managers to save cost, thereby ensuring efficiency.*?

%2 ibid, reg 2(1)(i).

3 ibid, reg 2(1)(aa).

34 ibid, reg 30(1)(b).

% ibid, reg 30(1).

% ibid, reg 45(1).

%7 ibid, reg 104(4).

% ibid, reg 30(1)(a).

3 ibid, reg 30(1)(c).

40 ibid, reg 56(1).

41 Feasibility of VCC, 41.

42 Financial Express, ‘India to soon have Variable Capital Companies as Expert Panel
gives Nod; IFSC Set to Supervise Operations’
<https://www.financialexpress.com/business/industry-expert-panel-nod-for-
variable-capital-company-structure-in-international-financial-centres-2899339/>
accessed 29 November 2023.
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To have the same fund close ended as well as open ended provides the
opportunity to investors to have broad investment options and also
reducing the risk for investors. While almost all close ended funds
borrow, open ended funds do not.*® Furthermore, the borrowings are
short-term whereas the investment is long-term, thereby helping not
just the fund managers but also the investors as they get to leverage
their income in the long run.* On the other hand, open-ended schemes
give the investors a wide opportunity to enter and exit at any time since
such schemes do not have any maturity date.*® Furthermore, while
close ended schemes prohibit investor from investing once the New
Fund Offer (“NFO”) period is over, open ended schemes offer
liquidity.4®

The idea of having a sub-fund both open and close ended is
somewhat similar to the idea of interval funds (since interval funds
combine the features of both open and close ended funds)*’ where the
units in the funds can be purchased and redeemed at particular intervals,
the only difference being that the interval funds do not necessarily

4 Edwin J. Elton, ‘Why do Closed-End Bond Funds Exist? An Additional
Explanation for the Growth in Domestic Closed-End Bond Funds’ (2013) 48 JFQA
405, 423.

#4 ibid.

4 Suresh Chandra Bihari and Anuj Sharma, ‘Research and Analysis on Alternate
Investment Options for Public Sector Undertakings (PSUs): Is the Orthodox
Government Ready to Trade Off Risk for Profitability Amid Strict Guidelines?’
(2015) 18 JPE 71, 72-73.

46 Live Mint, ‘Open Ended v. Close Ended Mutual Funds: Where you should Invest’
<https://www.livemint.com/money/personal-finance/open-ended-vs-close-ended-
mutual-funds-where-you-should-invest-11668347519762.html> accessed 29
November 2023.

4 The Economic Times, “What is Interval schemes’
<https://economictimes.indiatimes.com/definition/interval-schemes> accessed 29
November 2023.
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invest in assets that are listed on the stock exchange.*® According to
SEBI, “Certain SIDs provide that the subscription to the scheme can
be made during a specific period (known as specified transaction
period) and the repurchase of units is permitted on all business days
subject to applicable loads (except for redemption during specified
transaction period when no load is charged). These schemes are
generally referred to as interval schemes.”* Interval funds generally
invest in such unconventional funds which suits the need of the
investors with short-term goals such as commercial property, forestry
tracts, business loans, etc.>® On the other hand, as per the committee’s
recommendation, VCCs may choose to list the shares of their sub-funds
on stock exchanges in the IFSC.%!

At this juncture, it would be worthwhile to note as to how a sub-fund
in the VCC would be looked at particularly given the fact that such a
thing would be completely novel to the Indian landscape. Additionally,
whether the ability of the investors to subscribe and redeem the assets
of the funds would be at regular intervals as is the case with interval
funds or whether the investors will have a wide opportunity to enter
and exit as and when they want. In respect of the same, if the investors
are given the opportunity to enter and exit as and when they want, will
it have any destabilizing effect on the securities per se remains a
question.

C. VCC STRUCTURE WITH RESPECT TO THE CAPITAL REDUCTION

48 Wall Street Journal, “What are Interval Funds’
<https://www.ws]j.com/articles/what-are-interval-funds-1499652001> accessed 29
November 2023.

49 SEBI, Circular for Mutual Funds, CIR/IMD/DF /19/2010.

0 GROWW, ‘Interval Funds’ <https:/groww.in/p/interval-funds> accessed 29
November 2023.

®1 Feasibility of VCC, 49.
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“Capital reduction is the process of decreasing a company’s share
capital (both equity and preference share capital) through share
cancellations and share repurchases.”® A number of reasons can be
attributed to capital reduction such as capital expenses,>® making up for
trading expenses, returning surplus capital, redeeming shares, etc.%
Section 66 of the Companies Act, 2013 (“CA, 2013”) provides for a
cumbersome provision with respect to the reduction of share capital.>®
Furthermore, in pursuance of sub-section (1) and (2) of section 469%°
read with section 66 of the CA, 2013, the Ministry of Corporate Affairs
notified the National Company Law Tribunal (Procedure for Reduction
of Share Capital of Company) Rules, 2016.%" The legislative intent
behind Section 66 of the CA, 2013 was “to allow companies to reduce
their share capital in fair and equitable manner and in such a way that
reduction does not impact the operations of the company and interest
of the creditors remain protected.”®® In this light, it becomes important
to have a strict watch over the company’s capital since most of the
creditors rely on the company’s capital to secure their debt advanced
towards the company.

However, the Krishnan Committee’s Report suggests that VCC should
be able to undertake capital reduction exercises without restrictions.>®

52 Institute of Company Secretaries of India, ‘Regulatory Framework For Reduction
of Share Capital of Companies’
<https://www.icsi.edu/media/webmodules/JANUARY 2021 COMPANY _LAW C
ORNER .pdf> accessed 29 November 2023 (hereinafter “ICSI”).

%3 Indian National Press (Indore) Ltd., In re, (1989) 66 Com Cases 387, 392 (MP)

% MONDAQ, ‘UK:  Why  Reduce  Your  Share  Capital?’
<https://www.mondaq.com/uk/shareholders/857790/why-reduce-your-share-
capital> accessed 29 November 2023.

% The Companies Act (18 of 2013) 2013 (hereinafter “The Companies Act”).

%6 Ibid, ss 469 (1) and (2).

5" National Company Law Tribunal (Procedure for Reduction of Share Capital of
Company) Rules, 2016, G.S.R. 1147 (E).

8 ICSI, 2.

% Feasibility of VCC, 9.
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Along with the Krishnan Committee’ report, the IFSC’s report on
“Onshoring the Indian Innovation to GIFT IFSC” also suggests that a
VCC can also pay dividends out of the capital.®® The CA, 2013 does
not provide for dividends to be paid out of capital but instead provides
other mechanisms and avenues from which the dividends can be paid
out.%! Hence, paying dividends out of capital, in the VCC structure,
would be an altogether novel thing to witness. Having a company’s
capital structure variable will allow the shareholders ability to
frequently enter and exit without significant regulatory filings and
approvals. Furthermore, it will also ensure that the company can reduce
its debt since capital, for a company, is a debt obligation towards the
shareholders.®? The reduction of liability and the assets remaining
constant is a sign for sound financial position of the company. However,
a flip side to this idea can also be reflected in the fact that reducing
capital beyond a certain limit can have serious repercussions since the
very essence of the company will be taken away.

Short term capital, however, can also attract foreign investors in a
developing economy like ours. Since, they find it profitable to invest
only in the presence of taxes on short-term capital inflows.5% As per the
Indian law, “any capital asset held by the taxpayer for a period of not
more than 36 months immediately preceding the date of its transfer will
be treated as short-term capital asset whereas any capital asset held by
the taxpayer for a period of more than 36 months immediately

80 Government of India, International Financial Services Centre Authority, Report of
The Expert Committee on Onshoring the Indian Innovation To Gift IFSC (August
2023).

61 The Companies Act, s 123.

62 ACCA Global, ‘The Accounting Equation’
<https://www.accaglobal.com/gb/en/student/exam-support-resources/foundation-
level-study-resources/fal/technical-articles/accounting-equation.html> accessed 30
November 2023.

83 Alexei G. Orlov, ‘Pros and Cons of Capital Controls in the Presence of Incomplete
Markets’ (2005) 49 TAE 79, 82.
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preceding the date of its transfer will be treated as long-term capital
asset.”® When it comes to Equity and / or Preference Shares, securities
held for a period of not more than 12 months is considered as a short-
term capital asset.®®

Hence, the structure of VCC with respect to the capital structure and
capital reduction will allow more flexibility to investors (or
shareholders) to exit as per their convenience. However, the frequent
exits must not be in a way so as to have catastrophic effects on the
company itself. Furthermore, the short-term capital vis-a-vis the VCC
will allow foreign investors to invest more frequently since, they
consider VCC to be an untested structure while having expertise and
knowledge in respect of the traditional structures.® The benefits
accruing out of the VCC will empower investors to have a faith in the
modern structure and thereby facilitating foreign investment in the
IFSC.

The idea of VCC in the IFSC offers a viable path for modernizing
investment structures in India. However, there are certain impediments
in the way of its proper implementation. The requirement for a clear
regulatory framework, the potential hybridization of open- and close-
ended sub-funds, and the adaptability of capital reduction in the VCC
structure are all part of these difficulties. It is crucial to achieve a
balance between investor protection and economic growth while
resolving these issues. Achieving this balance will be essential for

8  Income Tax Department, ‘Tax on Short-Term Capital Gains’

<https://incometaxindia.gov.in/tutorials/14-%20stcg.pdf> accessed 30 November
2023.

8  Income Tax Department, Income under the Capital Gains’
<https://incometaxindia.gov.in/_layouts/15/dit/pages/viewer.aspx?path=/documents/
left+menu/ind-income-from-capital-gains.htmandisdlg=1> accessed 30 November
2023.

% VISTRA, ‘The benefits and limitations of Singapore’s Variable Capital Company
structure’ <https://www.vistra.com/insights/benefits-and-limitations-singapores-
variable-capital-company-structure> accessed 30 November 2023.
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boosting investor confidence and luring international investment to the
IFSC, which will eventually help this creative financial ecosystem
succeed and expand.

IIL.IMPLICATIONS OF REGULATORY CHANGES ON FUND
MANAGEMENT AND FUND STRUCTURES IN THE IFSC

The implications of regulatory changes on the Fund Management and
Fund Structures in the IFSC may be significant as they may lead to
alterations in the operational procedures while also simplifying the
compliance requirements and the overall landscape of the services
provided in the IFSC. These regulatory changes will also ensure the
advantages of three structures, i.e., trust, company and LLP.%” The
appropriate statutory and regulatory changes will, inter alia, “allow
funds some concession from short-term and long-term capital gains tax
on returns on equities.”® The current regulatory mechanism does not
provide for a comprehensive framework for variable capital companies.
However, the idea of VCC, if implemented in India, will have
significant implications on the Indian fund management sector. These
significant changes are analysed from two perspectives in this paper,
i.e., a) Impacts on Investment Ecosystem and Economic Growth and b)
Regulatory and Risk Management Considerations.

A. IMPACT ON INVESTMENT ECOSYSTEM AND ECONOMIC
GROWTH

7 Centre For Business and Commercial Laws, ‘Permitting “Variable Capital
Companies” at IFSC: A new avenue for Fund formation in India’
<https://cbcl.nliu.ac.in/capital-markets-and-securities-law/permitting-variable-
capital-companies-at-ifsc-a-new-avenue-for-fund-formation-in-india/> accessed 30
November 2023.

% The Economic Times, ‘FPIs seek Tax Clarity on Variable Capital Companies in
Financial Centres’ <https://economictimes.indiatimes.com/news/economy/foreign-
trade/fpis-seek-tax-clarity-on-variable-capital-companies-in-financial-
centres/articleshow/83223156.cms> accessed 30 November 2023.
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The idea of VCC brings with itself a lot of flexibility and adaptability,
particularly in investment fund management. This flexibility can be
gauged from the fact that the members may be able to sell their shares
back to the VCC in order to exit their investments. Further, since there
is no capital maintenance requirement and hence, whitewash approvals
will not be required.®® Unlike the current regulatory mechanism which
requires a cumbersome procedure to exit the investment, the VCC does
not require such procedures. For instance, Section 68 of the CA, 2013
provides for “power of company to purchase its own securities.”’® The
procedure provided in Section 68 requires a lot of prerequisites to be
satisfied by the company before buying back its own shares. However,
for a VCC, there is no such requirement and this is evident from Section
21 of the Mauritian statute, Variable Capital Companies Act, 2022.”* A
similar enabling provision is also provided in Section 35 of the Variable
Capital Companies Act, 2018 of Singapore which provides that the
redemption of shares must be done in consonance with the constitution
of VCC" and the share capital of the VCC must be reduced by the
amount of consideration paid by the VCC for redemption of shares.”
Hence, it provides the investors an opportunity to exit the VCC without
having to follow the cumbersome procedure of redemption.

With the implementation of the idea of VCC, it would also impact the
way in which investments are made. In Singapore, there has been a
proliferation of VCCs, thereby ensuring investment and economic

8 Allen and Overy, ‘The Variable Capital Company: A corporate structure for funds
in Singapore’ <https://www.allenovery.com/germany/-
/media/allenovery/2_documents/news_and_insights/publications/2021/10/great fun
d_insights_the variable capital company a corporate structure for funds in_sin

gapore 181021.pdf?rev=1a2c¢5bf5a8b1446caa818d5132775¢clc>  accessed 30
November 2023.

0 The Companies Act, s 68.

"1 Mauritius Act, s 21.

72 Singapore Act, s 35(2).

73 Singapore Act, s 35(4).

178


https://www.allenovery.com/germany/-/media/allenovery/2_documents/news_and_insights/publications/2021/10/great_fund_insights_the_variable_capital_company_a_corporate_structure_for_funds_in_singapore_181021.pdf?rev=1a2c5bf5a8b1446caa818d5132775c1c
https://www.allenovery.com/germany/-/media/allenovery/2_documents/news_and_insights/publications/2021/10/great_fund_insights_the_variable_capital_company_a_corporate_structure_for_funds_in_singapore_181021.pdf?rev=1a2c5bf5a8b1446caa818d5132775c1c
https://www.allenovery.com/germany/-/media/allenovery/2_documents/news_and_insights/publications/2021/10/great_fund_insights_the_variable_capital_company_a_corporate_structure_for_funds_in_singapore_181021.pdf?rev=1a2c5bf5a8b1446caa818d5132775c1c
https://www.allenovery.com/germany/-/media/allenovery/2_documents/news_and_insights/publications/2021/10/great_fund_insights_the_variable_capital_company_a_corporate_structure_for_funds_in_singapore_181021.pdf?rev=1a2c5bf5a8b1446caa818d5132775c1c

NLIU JOURNAL OF BUSINESS LAWS VOLUME V

growth in the state. Most of the 1,000 VCCs registered as of Q2 2023,
most are small to medium AUM, with roughly half representing private
family wealth and the other half evenly divided between hedge funds
and private equity.’

Owing to the flexibility provided by VCC, as a fund management
entity, it is bound to attract foreign investment. Furthermore, Section
20 of the IFSC Act, 2019 provides that every transaction in the nature
of a financial service in the IFSC shall be in such foreign currency as
may be prescribed. ”® Therefore, the implementation of VCC will
ensure inflow of foreign currency in the IFSC. International capital
flows encourage the spread of best practices in corporate governance,
accounting, and legal standards, lower capital owners’ risk through
diversification and prevent governments from enacting unsound
policies.’®

B. REGULATORY AND RISK MANAGEMENT CONSIDERATIONS

As of now, it is clear that the current regulatory mechanism does not
provide for a comprehensive framework for a VCC in the IFSC. While
it is already noted that a VCC may be set up as an umbrella fund, there
is no regulatory framework which permits or prohibits setting up of an
umbrella fund. An umbrella fund allows a fund to create compartments
such that each sub-fund can provide different investment strategies or

7 SSandC TECH, ‘Singapore VCC: Progress Update and What’s Next’
<https://www.ssctech.com/blog/singapore-vcc-progress-update-and-whats-next>
accessed 1 December 2023.

STFSCA, s 20.

76 International Monetary Fund, ‘How Beneficial is Foreign Direct Investment for
Developing Countries?’
<https://www.imf.org/external/pubs/ft/fandd/2001/06/loungani.htm> accessed 1
December 2023.
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rights to investors.’’ Since, there is no regulatory framework governing
the umbrella funds in India, it will act as a major deterrence in the
implementation of the idea of VCC.

Furthermore, since the capital of the VCC keeps on fluctuating and that
it provides the investors with a wide array of opportunities to enter and
exit as per their requirements, it will also affect the capital requirements.
Also, since the dividends can be paid out of the capital, it will have an
impact on the capital in the sense that what if the capital of the VCC
erodes after a particular period? It will significantly affect the
functioning of the VCCs.

It is also pertinent to mention here that certain amendments in the tax
laws will also be necessitated with the coming up of VCC and India. In
Singapore, for instance, a VCC is considered as a tax resident in
Singapore under the Income Tax Act, 1947.7 Also, in order to boost
economic growth and to ensure the inflow of foreign funds into the
territory, the Monetary Authority of Singapore (“MAS”) introduced the
Variable Capital Companies Grant Scheme (“VCCGS”) on 15" January,
2020 for three years initially till 15" January, 2023, which has now
been extended to another two years with effect from (w.e.f.) 16"
January 2023 to 15t January, 2025.7°

IV.CONCLUSION: THE WAY FORWARD

VCC, as a concept, is not yet introduced in India and it requires a lot of
changes and amendments in the current regulatory framework. While
VCC ensures flexibility to the investors, its benefits must outweigh its

" Financial Conduct  Authority, ‘Fund Structuring Options’

<https://www.fca.org.uk/publication/documents/fund-structuring-options.pdf>
accessed 1 December 2023.

8 Income Tax Act, 1947 (SG).

9 Monetary Authority of Singapore, ‘Extended Variable Capital Companies Grant
Scheme’ <https://www.mas.gov.sg/schemes-and-initiatives/variable-capital-
companies-grant-scheme> accessed 2 December 2023.
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consequences. Only then will there be a boost in the setting up of VCC
in the IFSC. In order to ensure a strict compliance of the laws and
regulations in the IFSC vis-a-vis the VCC, their strict implementation
will be required. However, there must be a clear departure from the
existing framework which is cumbersome and difficult to be followed.
When it comes to flexibility, the flexibility must be ensured at each and
every step. This means that from the time the VCC is set up in the [FSC
till the time, the VCC is being wound up, the rules and regulations,
though comprehensive, must not impede the smooth functioning of
VCC structures.

In order to implement the idea of VCC, it is essential to make
amendments in the following statutes and/or regulations:

1. The International Financial Services Centres Authority Act,
2019

2. Securities and Exchange Board of India Act, 1992

3. Securities and Exchange Board of India (Alternative
Investment Funds) Regulations, 2012

4. Securities and Exchange Board of India (Collective Investment
Scheme) Regulations 1999

Furthermore, new regulations may also be framed which will deal
specifically with the VCC structures in the IFSC. As has also been
suggested by the M.S. Sahoo Committee Report, the amendments
provided for in the report may be taken into consideration in order to
implement the idea of VCC. The IFSCA must take a step, in order to
introduce this kind of vehicle for pooling of funds. Though a novel step
in the right direction, its implementation must be carefully accounted
for.
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RETAIL INVESTOR PARTICIPATION IN AIF
MARKETS: A PROPOSAL FOR LIQUIDITY AND
INCLUSIVE GROWTH

Mukund Arora and Ananya Shetty*

ABSTRACT

The AIF market in India remains largely untapped as
an instrument for economic growth. SEBIs
regulatory measures have aimed to limit retail
investor engagement in AIFs. This research argues
for an inclusive model for AIF participation driven to
enhance market liquidity, capital circulation, and
overall economic growth. It explores the multifaceted
benefits of retail participation for investors and
institutions. Additionally, it examines successful
retail-centric AIF models implemented in different
jurisdictions. This research paper takes a step further
by providing recommendations for a retail investor-
friendly tax regime by analyzing successful schemes
in international markets. To this end, it presents
taxation as a method to incentivize market growth.
This research also investigates the possibility of
increasing the exposure of pension funds to AIF
markets to stimulate market liquidity. Lastly, this
research seeks to act as a broad model for the
implementation of retail engagement by proposing

* The authors are Fourth-Year law students at Symbiosis Law School, Pune.

182



NLIU JOURNAL OF BUSINESS LAWS VOLUME V

the tokenization of AIF units using blockchain
technology in India. By doing so, this prototype offers
a practical solution to resolve inherent challenges
associated with the AIF market.

Keywords: Alternative Investment Funds, Retail Investors,
Tokenization of AIF, Distributed Ledger Technology
(DLT), Blockchain Technology, Taxation of AIF, Market
liquidity.

I. INTRODUCTION

In recent years, India has witnessed significant growth in Alternative
Investment Funds (“AlFs”) market, providing investors with diverse
investment opportunities beyond traditional avenues. However, the
impact of AlFs on retail investors has been relatively limited, primarily
due to challenges related to accessibility and investment requirements.
To enhance the participation of retail investors and improve the overall
effectiveness of AlFs in India, it is crucial to address these barriers and
focus on enhancing retail investor access. The Securities and Exchange
Board of India (“SEBI "), in the year 2012, formally recognized AlFs
by introducing the SEBI (Alternative Investment Fund) Regulations
2012 (“AlF Regulations ”). The AIF regulations specify that an AlF in
India can be formed and take the structure of a Limited Liability
Partnership (“LLP”), trust, company or a body corporate. A retail
investor is an individual who invests in securities for personal gain,
normally in smaller amounts opposed to institutional investors. SEBI
defines retail individual investor as an investor who applies or bids for

1 SEBI (Alternative Investment Funds Regulations), 2012 Reg. 2(1)(b).
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securities of or for a value of not more than INR 2,00,000 in an IPO
and buys or holds shares worth less than INR 2,00,000 in a stock.?

Therefore, this research explores the exponential growth potential of
AlFs as an untapped investment opportunity for retail investors and
provides a roadmap for easing regulatory barriers and implementing
infrastructural solutions.

II. INVESTIGATING THE IMPACT OF RETAIL INVESTOR
PARTICIPATION IN AIFS AND MARKET LIQUIDITY

The AIF regime in India is in the midst of a revolution. The
Government of India through Finance Act, 2021, introduced an
amendment under section 148(ii)(b) of the Securities Contracts
(Regulations) Act, 1956 (“SCRA”), which includes AIF units in the
definition of “securities”.® Mutual funds units also fall under the
definition of “securities” under SCRA* and are subject to Capital Gains
tax and the Securities Transaction Tax.® SEBI through its AIF
guidelines has kept AIF investments inaccessible for retail investors.
Through Section 10(c) AIF Regulations, 2012, has kept the minimum
investment amount in an AIF one crore Rupees.® More recently, SEBI
also considered raising the minimum ticket size to as high as five crore
Rupees.” This demonstrates SEBI’s intention to keep AIFs only in the
investment purview of high-net worth individuals and inaccessible for

2 Sub section I issues by Indian Companies in India
<https://www.sebi.gov.in/sebi_data/commondocs/subsection] p.pdf>.

3 The Finance (Amendment) Act, 2021 (13 of 2021).

4 ibid.

5 Association of  Mutual Funds in India. Project 2016.
<https://www.amfiindia.com/investor-corner/knowledge-center/tax-corner.html.>

6 SEBI (Alternative Investment Funds Regulations), 2012, Reg. 10.

" Ghosh, S,”SEBI moots higher threshold for investment in AIFS’ The Economic
Times (2023)
<https://economictimes.indiatimes.com/epaper/delhicapital/2023/may/11/et-
front/sebi-moots-higher-threshold-for-investment-in-
aifs/articleshow/100144009.cms> accessed 15 January 2024.
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retail investors. This is because investments made by AIFs such as
private equity and hedge funds are riskier, complex, and require a high
level of due diligence.

Many other plausible factors hinder investors from investing
effectively in AIFs. One of the most significant issues is the lack of
awareness and financial illiteracy. According to a survey conducted by
the National Centre for Financial advisor®, only 27% of Indian men and
24% of Indian women® have attained the minimum standard of
financial literacy as defined by the Reserve Bank of India. Trust in
capital markets is low, as investment services are often ranked as the
least trusted among consumers. A recent Eurobarometer survey found
that more than 45% of the investors believe that the financial advice
that they have received is not in their best interest. Other issues include
concerns about risks, uncertainty about potential returns, and the
complexity of various investment products. AIFs provide exposure to
complex financial instruments like stocks, bonds, and derivatives,
which can be difficult to navigate for individuals who lack extensive
financial knowledge. This complexity can elevate the risk of
uninformed investment decisions, potentially resulting in financial loss
if investors have not thoroughly assessed their investments. 1

However, deviating from SEBI’s reasoning, we argue that India has
evolved into a mature market for investors and certain AIFs schemes
should instead be marketed to retail investors. This change should be
gradual and implemented with cautionary measures, including

8 NCFE-FLIS - Financial literacy and Inclusion in India .. (2019),
<https://old.ncfe.org.in/images/pdfs/reports/NFLIS 2019.pdf>.

% In India, Financial Literacy Programs Are Lifting Families Out of Debt and Fueling
New  Prosperity.  Asian  Development  Bank. (8 March  2022).
<https://www.adb.org/results/india-financial-literacy-programs-lifting-families-out-
debt-fueling-new-prosperity>.

10 ‘Questions and answers on the Retail Investment Package’ (24 March 2023)
<https://ec.europa.eu/commission/presscorner/detail/da/qanda_23 2869>.
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financial awareness programs, stricter investor protection regulations,
and tools such as digital personalized risk assessments, user-friendly
platforms, and effective use of media and publicity. In FY22, retail
investors invested INR 1.6 lakh crore in direct equities, resulting in
their highest holding in the National Stock Exchange at 9.7% as of
March 31, 2022, in 15 years. Retail investors’ growing confidence in
long-term portfolios and equity investments reflects a shift in Indian
investors’ savings mindset towards long-term wealth creation as well
as risk appetite. AIFs make accessible novel return sources and tap into
other opportunities arising from higher rates that conventional
investments may not be able to access.? In the 12-month period ending
in November 2022, AIF schemes performed better than large- and mid-
cap equity mutual funds as well as the Nifty 50 TRI benchmark.!3
Increased concentration in the private equity market correlates with
reduced acquisition prices for companies.'* This will allow investors to
diversify into riskier securities associated with higher returns.

AlFs have also become increasingly popular in recent years. As of
January 2024, 1256 AIFs were registered with SEBI.'® The AIF
industry’s total commitments have surged from INR 1,437 Crores in

11 Aashika Jain, ‘India Stock Market Outlook June 2023 Forbes Advisor’ (Forbes
2023) <https://www.forbes.com/advisor/in/investing/stock-market-outlook-2023/>
accessed 15 January 2024.

12 Blackrock, ‘Yields are back, and alternatives are here to stay
BlackRock’<https://www.blackrock.com/us/individual/insights/alternatives-yields-
2023> accessed 11" January 2024.

13 Iyengar, B. S. P.,’Alternative equity funds outperform MF schemes’ (BusinessLine
29 December 2022) <https://www.thehindubusinessline.com/markets/alternative-
equity-funds-outperform-mf-schemes/article66316862.ece> accessed 11 January
2024.

14 Burrows, A., and Wright, M. The implications of alternative investment vehicles
for...— (OECD) 2-8.

15 SEBI Registered Alternative Investment Funds.
<https://www.sebi.gov.in/sebiweb/other/OtherAction.do?doRecognisedFpi=yesandi
ntmld=16>.
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March 2013 to INR 8,44,926 Crores in June 2023.1 A CRISIL Study
titled “Equity funds in private markets outperform public-market peers”
analyzes how AIF benchmarks posted their best performance in March
2022.17 These benchmarks assess the performance of all three AIF
categories both collectively and through 15 sub-category-level
benchmarks. This approach facilitates a like-for-like comparison of a
fund’s returns with its respective category. In conclusion, the report
identified significant alpha in comparison to the public market
equivalent, even in the face of a downturn in returns. CRISIL also notes
that despite the strong performance of the public markets in India
during this period, these AIF benchmarks have surpassed the S&P BSE
Sensex (considered as the public market equivalent). They have
achieved an internal rate of return (IRR) alpha of 13.5% as of March
2023. It’s significant that this outperformance is not confined to a few
funds; rather, over 75% of the funds included in the benchmark have
produced a positive alpha.*® Given these attractive returns and the high-
risk component, investments in AIFs are a natural alternative class for
investors seeking diversification. Furthermore, diversification is
indispensable in portfolio construction, helping investors limit
exposure to the unsystematic risk of a single asset. AIFs provide
exposure to well-diversified portfolio with low-correlated assets, such
as ETFs, stocks, bonds, and cash equivalents. By doing so, investors

% Data relating to activities of Alternative Investment Funds (AIFS), SEBI
<https://www.sebi.gov.in/statistics/1392982252002.html>.

17 CRISIL, ‘No its about AIFs’ <https://www.crisil.com/content/dam/crisil/our-
analysis/reports/Research/documents/2023/12/no-ifs-about-aifs.pdf.> accessed 15
January 2024.

18 CRISIL, ‘AIFS delivered 13.5% IRR alpha over SENSEX during 2013-2023
<https://www.crisil.com/en/home/newsroom/press-releases/2023/12/aifs-delivered-
13-5percent-irr-alpha-over-sensex-during-2013-2023.html> accessed December 14
2023.
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can mitigate unsystematic risk, hedge against market volatility, and
achieve higher long-term returns.*®

An increased retail participation in AIFs will also impact market
liquidity. Hedge funds are known to invest in and lend directly to
companies, filling a gap in the market liquidity caused by a reduction
in traditional bank lending since the financial crisis.?’ Kevin, Vikas,
and Naryan (2015) argue that Hedge funds, through their contrarian
positions in illiquid securities, can positively influence markets by
enhancing liquidity, improving price efficiency, and reducing asset
volatility. 2 Additionally, their longer-term strategies, coupled with
restrictions on immediate capital withdrawals, contribute to these
beneficial effects. In the United States, Pension plans, universities,
endowments, foundations, and charitable organizations have
significantly increased their indirect exposure to hedge funds as
investors. While pension plans were early adopters, the frequency of
investments from these institutions has accelerated in recent years and

resonates with the success of AIF market.??

AlFs put to use diverse investment strategies, including distressed
securities, illiquid securities, emerging market securities, derivatives,
and arbitrage opportunities related to potential mergers or acquisitions.
They are managed by professionals who utilize more intricate and

19 Wencheng Zhang (April 2021) ‘Can Alternative Investments Benefit
Diversification?’ <https://cdr.lib.unc.edu/downloads/bc386s86w?locale=en>.

2 ‘Alternative  investments and the economy’, Economic  times
<https://economictimes.indiatimes.com/markets/stocks/news/sebi-moots-higher-
threshold-for-investment-in-aifs/articleshow/100145739.cms?from=mdr>accessed 7
December 2023.

2l Harvard Law, ‘The Economics and Finance of Hedge Funds Harvard Law School
Forum on Corporate Governance’ <https://corpgov.law.harvard.edu/> accessed 16
March 2023

22 Securities and Exchange Commission , ‘Implications of the Growth of Hedge
Funds- Staff Report to the United States Securities and Exchange Commission ..
<https://www.sec.gov/files/implications-growth-hedge-funds-09292003.pdf>
accessed 18™ January 2024.
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adaptable investment approaches compared to mutual fund advisers,
brokerage firms, and bank trust departments.?® Given the growing
Assets Under Management (“AUM”) of AlFs, SEBI also recently
allowed AIFs to participate in Credit Default Swaps for hedging
transactions. 2 By the end of March, 2023, the cumulative
Commitments Raised by AIFs in India were INR 8.33 Trillion.% In
comparison, Average AUM of Indian Mutual Fund Industry for the
month of May 2023 stood at INR 42.95 Trillion. ?® Additionally,
Investments through AIFs are projected to experience a CAGR of 25%
during the 2022-2025 timeframe.?’ With retail participation in the AIF
market, we find that AIFs will give impetus to market liquidity at par
with mutual funds.

Consequently, we find that the impact of this increased liquidity will
benefit, among other industries funded by AIFs, SMEs, start-ups, and
infrastructure and bolster the Indian Economy at large. Private Equity
funds alone funds have injected over US$200 billion in Indian
businesses over the last 15 years.? It will increase circulation and
access to capital methodically and benefit investors and different
industries. This is why a move towards retailization of AlFs, besides
meaningful, could be revolutionary for the economy.

2 Ibid 11.

24 SEBI, Circular No.: SEBI/HO/AFD/PoD/CIR/2023/15 (Issued on January 12,
2023).

% SEBI, ‘Data relating to activities of Alternative Investment Funds (AIFs)’.
<https://www.sebi.gov.in/statistics/1392982252002.html> accessed 6" June 2023.

% Association of Mutual Funds in India, ‘Indian Mutual Fund Industry AUM’.
<https://www.amfiindia.com/indian-mutual.>accessed 16 March 2023.

27 Alternative Investment Funds to Grow 25% By 2025, Says Report; What’s Making
Them Popular? Outlook (May 2022). <https://www.outlookindia.com/business/all-
you-need-to-know-about-sebi-s-alternative-investment-fund-news-
198378>accessed 2 January 2024.

8 EY, ‘Private equity: a catalyst for India’s economic growth’.
<https://www.ey.com/en_in/tax/private-equity-a-catalyst-for-india-economic-
growth>accessed 24 January 2024.
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III.ACCREDITED INVESTOR FRAMEWORK: A STEP
CLOSER TO RETAILIZATION

SEBI has issued a circular?® dated December 21, 2021 regarding
investment advisory services for accredited investors. In a recent
development, the SEBI (Investment Advisers) Regulations®, 2013,
were subject to an amendment. The said amendment, which was
notified on August 3, 2021, introduced the concept/framework of an
“accredited investor” in the IA Regulations. This regime is designed to
cater to sophisticated investors who possess the financial means and
understanding required to confidently engage in complex investments.

To be deemed a “Accredited Investor,” individuals must meet certain
criteria regarding their assets and annual income. Specifically, they
must possess a minimum net worth of INR 5 crore or earn more than
INR 50 lakhs annually. Meanwhile, eligible companies, trusts, and
limited liability partnerships must have a net worth exceeding INR 25
Crore. The SEBI-accredited investor model culminates into an
investment ecosystem that allows diverse classes of investors to
participate in AlIFs. The comes as progressive step by SEBI,
demonstrating a shift towards prioritizing investors’ interests.

IV.LEVERAGING GLOBAL INITIATIVES TO ENHANCE AIF
ACCESSIBILITY TO RETAIL INVESTORS

Before delving into the possibilities of enhancing retail investor
access for AIFs in India, it is necessary to explore the schemes

% SEBI, ‘Investment advisory services for accredited investors’
<https://www.sebi.gov.in/legal/circulars/dec-202 1/investment-advisory-services-for-
accredited-investors_54830.html> accessed 6 January 2024.

3 SEBI, ‘Sebi (Investment Advisers) regulations 2013’
<https://www.sebi.gov.in/legal/regulations/jan-2013/sebi-investment-advisers-
regulations-2013-last-amended-on-december-08-2016- 34619.html> accessed 6
January 2024.
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implemented in different jurisdictions to make AIFs more accessible
to retail investors.

For retail investors in Luxembourg, an exceptional initiative
introduced by the European Commission that has in turn
revolutionized the investment landscape particularly is Undertakings
for Collective Investment in Transferable Securities (“UCITS”).3! In
the Quarterly Statistical Release 2021% released by the European
Fund and Asset Management Association established that in the year
2021 retail investors held 60% of the total EU UCITS assets
outstanding, thereby contributing to the increase in liquidity. For
retail investors in Ireland, the Central Bank of Ireland 3, Irish
Collective Asset-management Vehicle (“ICAVSs”) under the Irish
Collective Asset-management Vehicles Act 2015 3% and the
Investment Companies under the Companies Act 2014 implemented
the Retail Investor Alternative Investment Fund (“RIAIF”) that
allows for the creation of an investment fund subject to less
investment and eligible assets restrictions. RIAIFS are structured in a
way that they become very accessible for target retail investors. This
is because RAIFs do not impose any minimum initial subscription
requirements. RIAIFS, during the time of returns are not subject to
Irish corporation tax and are also not liable to pay any kind of taxes
on capital gains. Retail investors may redeem or transfer their units
without the applicability of any kind of stamp duty or capital duty.

31 Investopedia, ‘Undertakings for collective investment in transferable securities
Investopedia’<https://www.investopedia.com/terms/u/ucits.asp> accessed 29
January 2024.

32 Report of the ESMA on the Costs and Performance of EU Retail investment
products 2023 (17 January 2023) 25-26.

33 Central Bank of Ireland, ‘AIFs’ < https://www.centralbank.ie/regulation/industry-
market-sectors/funds/aifs> accessed 29 January 2024.

3 Irish Funds, ‘Fund Types and Legal Structures, International Investments’
<https://www.irishfunds.ie/set-up-distribution/fund-types-legal-structures/>accessed
29 January 2024.
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In India, if AIFs units are transferred, the investors have to pay 0.15%
of the stamp duty unlike Ireland where the retail investors are
exempted for this.3® One more key point to look at it, how RIAIFS
only take up to 10 to 12 weeks to be approved by the central Bank of
Ireland. The initiative of RIAIFS, have seen a spike in retail investors
wanted to dip their toes in real estate fund investments, which in turn
has resulted in a more liquid market. Looking at this structure, India
also has a pool of low-income to medium — income investors who are
willing to take risks and day by day are gaining more knowledge
about the investment strategies that are relevant today, proposing a
similar retail investor friendly structure can help and encourage more
retail participation which in turn will help blooming the investment
space in India.

V. CREATING A RETAIL INVESTOR-FRIENDLY TAX
REGIME IN INDIA

In India, taxation is one of the important factors that plays a very
quintessential role in the performance of AlFs. Regulation 16 of the
SEBI (Alternative Investment Funds) Regulations, 2012, given® in
the circular no. 13/2014°3, is concerned with capital gains and
withholding tax.

Short -term capital
gains

Long -term capital
gains

Unlisted securities

Varies from 5% to
30% plus surcharges
and cess (depends

20% (plus
surcharge and cess
as applicable)

35 AZB and

Partners,

‘Stamp Duty

on AIF

<https://www.azbpartners.com/bank/stamp-duty-on-aif-units/> accessed 21 June

2023.

36 SEBI (Alternative Investment Funds) Regulations, 2012, Reg. 16.

37

<https://incometaxindia.gov.in/Communications/Circular/CircularNo13 2014.pdf>.
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on slab rate of the
relevant investor)

Listed securities 15% (plus surcharge | 10% (ten percent)
and cess as | (plus  surcharge
applicable). and  cess as

applicable) of
such capital gains
exceeding INR
1,00,000.

On the other hand, in Singapore Income Tax act, 1967% is the statute
in Singapore for AIF taxes. The taxable income for AlFs is normally
taxed at the rate of 17% which is fixed. However, if a company or
AIF owns 20% or more of the investee company’s ordinary share
capital and has been holding onto those shares for at least 24 months
previous to its disposal, the capital gains, will be tax-free as long as
they have been disposed of between 1st June 2012 and 31st December
2027.%° The Singapore Income Tax Act of 1967 also includes tax
exemption provisions for AlFs in Singapore, such as the basic tier tax
incentive scheme and the enhanced tier tax incentive scheme. So
therefore, it can clearly be seen, that AIFs in Singapore enjoy tax
benefits which makes it more accessible and convenient for retail
investors without imposing tax duty on gains subject to certain
conditions. By easing SEBI regulations and introducing certain tax
benefits, India can also become hub for various retail investors

8 Income Tax Act 1947, Singapore status online (June 15, 2022),
<https://sso.agc.gov.sg/Act/ITA1947>.

3%  Amit  Dhume, ’AIF  laws and regulations  Singapore’ ICLG
<https://iclg.com/practice-areas/alternative-investment-funds-laws-and-
regulations/singapore> accessed 22 June 2023.
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including people from low-end income to medium-end income too
and will in turn enhance retail participation.

VI.EXPOSURE OF AIFS IN THE NATIONAL PENSION
SCHEMES

Over the last two decades, there has been a significant shift towards
alternatives which has seen an increased investor participation among
the pension systems. This represents a significant increase from 2001,
when just approximately 10% of public pension funds had a similar
level of allocation which in turn has increased liquidity in the market*.
The SEC report* showed that retail investors who invest in NPS
continue to remain under-allocated in the alternative asset classes
because of the lack of knowledge and also high minimum corpus
requirements in AIFs in India. CRISIL finds that the participation of
domestic institutional investors, including retirement funds and
insurance companies, in this sector, along with expanding investment
prospects beyond Tier 1 cities and an abundance of supply from the
thriving startup culture in the country, is sure to enhance the growth of
AlFs.#?

NPS is long-term retirement savings scheme in India which helps
individuals allocate their assets through an active or auto approach.
This is regulated by the Pension Fund Regulatory and Development
Authority (“PFRDA?”). In various case studies around the world, one

40 Centre for retirement research at Boston college, ‘Public Pension Investment
Update: Have Alternatives Helped or Hurt?’ <https://crr.bc.edu/public-pension-
investment-update-have-alternatives-helped-or-
hurt/#:~:text=But%20the%20real%20question%20is,they%20may%20have%20red
uced%?20volatility.> accessed 21 June 2023.

4 SEC, ‘Expanding Retail  Access to Private Markets’,
<https://www.sec.gov/spotlight/sbcfac/expanding-retail-access-to-private-markets-
finley.pdf> accessed 5 July 2023.

4 “No ifs about AIFs’, <https://www.crisil.com/content/dam/crisil/our-
analysis/reports/Research/documents/2023/12/no-ifs-about-aifs.pdf.> accessed 15
January 2024.
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of them being the California Public Employees’ Retirement System
(“CalPERS”)* has successfully allocated a major percentage of its
portfolio to private equity and real estate, yielding strong long-term
returns.

By directing funds from the NPS to AIFs, a pool of cash is created by
retail investors which in turn helps them invest in AIFs along with other
options like private equity, government securities etc. However, the
PFRDA allows allocation of funds to NPS but only to 5%. There is also
lack of awareness about this because, recent studies show that, even
though 5% of AUM under the NPS is allowed to be allocated to the
AlFs, around 0.005% funds are being allocated to AIFs.* Raising
awareness about the same and analyzing the importance of asset
allocations to AlIFs along with other alternatives, can help retail
investors use NPS as platform for allocation and also help revitalize a
lot of damaged and under-performing assets.

VII. TOKENIZATION OF AIF UNITS: A CASE TO DRIVE
INCLUSION

SEBI, with a view to enable ease of monitoring, transfer and
transmission of AIF units recently released the “Consultation paper on
dematerialization of units of AIFs”.* Dematerialization refers to the
process by which physical certificates of an investor are converted to
an equivalent number of securities in electronic form and credited into

4 CalPERS, ‘California  Public = Employees’ Retirement  System’
<https://www.calpers.ca.gov/> accessed 6 January 2024.

4 Dhuraivel Gunasekaran, *Alternative investment schemes of NPS funds: Only for
the risk-taking investor’ (Money control, 6 July 2021)
<https://www.moneycontrol.com/news/business/personal-finance/alternative-
investment-schemes-of-nps-funds-only-for-the-risk-taking-investor-7129391.html>
accessed 6 January 2024.

45 SEBI Consultation paper on Dematerialisation of units of AIFs, (3 February 2023).
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the investors account. ¢ The consultation paper was subsequently
approved in a SEBI Board meeting. 4’ It further issued a circular
mandating the issuance of AIF Units in dematerialized form. *
Depositories, as mandated by SEBI, will also be required to facilitate
this process. Regulation 14 of the AIF Regulations provides for “listing”
of AIF units.*® According to this regulation, close-ended AIFs may list
their units on an exchange, provided that the minimum tradable lot size
is INR 1 crore. The Bombay Stock Exchange further prescribes the
procedure for these AIFs to list units.%® AIFs normally raise funds
exclusively from sophisticated investors through private placement. To
this end, SEBI through Section 11 of the regulations®! mandates a
Private Placement Memorandum (“PPM”) template to simplify the
information and disclosure obligations. However, listing AIF units
enables convenient investor exits (subject to KYC) and facilitates price
discovery through supply-demand dynamics.5?

To further participation of retail investors in AIFs, we propose
conceptually the tokenization of all classes of AIF Units using a
Distributed Ledger Technology (“DLT”) or Blockchain Technology.

%6 Frequently asked questions on Dematerialisation, Securities and Exchange Board
of India <https://www.sebi.gov.in/sebi_data/docfiles/20618 t.html.>

47 SEBI Press Release, ‘SEBI Board Meeting’ (29 March 2023)
<https://www.sebi.gov.in/media/press-releases/mar-2023/sebi-board-
meeting_69552 . html>.

4% SQEBI, “‘Issuance of wunits of AIFs in dematerialised form’.
<https://www.sebi.gov.in/legal/circulars/jun-2023/issuance-of-units-of-aifs-in-
dematerialised-form_72921.html> accessed 21 June 2023.

49 SEBI (Alternative Investment Funds Regulations), 2012, Reg. 14.

50 BSEINDIA. (n.d.).
<https://www.bseindia.com/Static/about/alternative investment funds.aspx>
accessed 25 June 2023.

51 SEBI (Alternative Investment Funds Regulations), 2012, Reg. 11.

52 Sukumar V., ‘Transparency and Transferability: New age of Alternative Investment
Funds (AIFs)’ (Mint, February 2021) <https://www.livemint.com/money/personal-
finance/transparency-and-transferability-new-age-of-alternative-investment-funds-
aifs-11676971823320.htm1> accessed 25 January 2024.
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We propose this implementation using DLT to address legacy issues
and arguments against retail marketing of AIFs. Tokenization refers to
converting an asset or its ownership rights into distinct units known as
tokens using blockchain technology.®® Tokens serve as a representation
of ownership for assets- providing higher transparency, transferability,
and compliance. Therefore, our proposed model is an exchange
platform built on a permissioned blockchain regulated by a centralized
authority- SEBI. This fulfills the objectives of SEBI’s
dematerialization order and offers investors control over AIF
investments in a liquid and transparent market environment.

Furthermore, the circular also mandates AIF managers to maintain
Know Your Customer (“KYC”) information for each investor holding
units in the Aggregate Escrow Demat Account. This includes the
investor’s name, PAN, and bank account details, along with a record of
all transactions. DLT, powered by smart contracts can enable
distributed and autonomous code execution, which is beneficial for
KYC applications. DLT can facilitate data sharing among various
institutions in an immutable and distributed manner, reducing both data
collection time and the overall associated costs.>* By codifying an
agreement within a smart contract, it can autonomously execute

specific transactions once predefined conditions are met.%®

The model will include the following components:

A. Infrastructure: The infrastructure will primarily comprise a
permissioned blockchain network built to ensure regulatory

% Nasdaq, ‘What Is Tokenization and How Does It Work?’
<https://www.nasdaq.com/articles/what-is-tokenization-and-how-does-it-work>
accessed 25 June 2023.

54 Rajyashree, U. A., Doulani, S., and Pareek, S.,’Blockchain-enabled e-KYC system’
(2019) International Research Journal of Computer Science (IRJCS) 6, 137-143.

% M. A., Shahriar, M. A., Ferdous, M. S., Chowdhury, M. J. M., and Rahman, M. S,
‘A systematic literature review of blockchain-based e-KYC systems. Computing
Hannan’ (2023) 1-30 <https://doi.org/10.1 007/s00607-023-01176-8>.
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compliance and maintain data integrity with SEBI designated

as the central authority for regulating chain functions.

Additionally, a suitable consensus mechanism for the chain

would be implemented. A consensus mechanism encompasses

protocols, incentives, and concepts that enable a network of

nodes to reach agreement on the blockchain’s state.%® Relevant

consensus mechanisms can include Byzantine Fault Tolerance®’
(pBFT) or Proof of Authority ®® (PoA) consensus. The
infrastructure should also include a user-friendly platform that
allows anyone to easily trade and manage their AIF tokens,
provide real-time access to transparent and auditable
information, including fund performance, holdings, and
historical data. It must enable secure storage and transfer of AIF
tokens, incorporating robust encryption and multi-factor
authentication.

B. Tokenization Framework: The framework must define the
tokenization process for AIF units, ensuring compliance with
SEBI regulations and investor protection guidelines.
Additionally, it would require development of smart contracts®®
to govern the issuance, transfer, custody and redemption of AIF
tokens. Furthermore, it would require implement KYC and
Anti-Money Laundering procedures for investor verification
and due diligence.

56 Ethereum, ‘Consensus Mechanism’

<https://ethereum.org/en/developers/docs/consensus-mechanisms/> accessed 29
January 2024.

5 Yahoo Finance, ‘Delegated Byzantine Fault Tolerance (DBFT) explained’.
<https://finance.yahoo.com/news/delegated-byzantine-fault-tolerance-dbft-
090034374.html> accessed 30 January 2024.

8 Binance Academy, ‘Proof of Authority Explained’
<https://academy.binance.com/en/articles/proof-of-authority-explained> accessed 26
January 2024.

% ‘What are smart contracts on  blockchain? In  IBM’

<https://www.ibm.com/topics/smart-contracts> accessed 15 June 2024.
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C. Security: The source code of the blockchain can be altered by
developers or the user community at any time. DLT operates on
principles of asymmetric cryptography, also known as public
key cryptography. Scientific research on blockchain technology
is still in its early stages. Advances in areas like code cracking
or the development of quantum computers could pose risks
such as theft, loss, disappearance, destruction, or devaluation of
tokens.®? Assigning SEBI as the centralized entity controlling
the blockchain would prevent any community of developers
from making unwanted changes. Furthermore, measures and
strategies such as testing, auditing, vetting source code, strong
investor authentication, data storage, and security governance
will protect the blockchain from cyber issues. 5!

D. Compliance: Such an implementation would require alignment
of the tokenization model with AIF Regulations, as well as
establishing secure channels for regulatory reporting and
auditability, ensuring adherence to regulatory requirements and
investor protection. The implementation of this model would
also require amendments to these regulations, wherever
necessary.

VIII. Benefits of Tokenization:

Firstly, tokenization will provide better access for investors through
fractionalisation and improve market liquidity. Asset tokenization
using DLT enables fractional ownership, reducing barriers to
investment and providing more inclusive access for retail investors to

80 SA, T. Risks involved in Tokenized Securities/Assets, TAURUS Legal
documentation <https://legal.taurushq.com/regulatory-risk/tokenized-sec-risks.html>
access 17 June 2024.

61 J. Leng, M. Zhou, J. L. Zhao, Y. Huang and Y. Bian ‘Blockchain Security: A Survey
of Techniques and Research Directions’ in IEEE Transactions on Services Computing,
15(4), 2490-2510, 1 July-Aug. 2022<doi: 10.1109/TSC.2020.3038641>.
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previously unaffordable or inaccessible asset classes.®? This allows
global pools of capital to enter previously exclusive markets and
generate greater liquidity. By dividing ownership into smaller portions,
similar to structured products and securitization, retail investors can
access asset classes and risks that were previously inaccessible.
Fractional ownership facilitates greater participation in capital markets
with lower minimum investment requirements and portfolio sizes.
Therefore, even where AIFs units have inflated prices, investors may
invest based on their purchasing power and risk appetite, and not
market dynamics. Increased investor control and participation will
consequently lead to higher liquidity in the market.

Secondly, it would help achieve transparency in the AIF market for
retail investors. As these tokens utilize DLT, all transactions are
securely and transparently recorded on a ledger. This ensures
transaction transparency even with participant anonymity, enabling
easy access and auditing of all activities on the ledger for all
participants.5® The immutability of blockchain guarantees the integrity
and transparency of data related to all transactional aspects like token
custody chain, real-time value, trades, account balances, and more.
DLT facilitated transparency will allow investors to gain a reliable
understanding of a fund’s financial health by explicitly assessing its
competence in managing assets, profits, and losses. This also means
that SEBI will not have to rely on an intermediary exchange to facilitate
trading of these units since operations will be automated by smart
contracts. This solves the problem of non-transparency in the AIF
Market, a challenge SEBI has attempted to counter through various

82 Asset tokenization: A beginner s guide to converting real assets into digital assets,
Cointelegraph <https://cointelegraph.com/learn/asset-tokenization>.

83 Rash, W., ‘Security Tokens Provide New Efficiency To Previously Paper-Based
Transactions’ (Forbes, 13 January 2023)
<https://www.forbes.com/sites/waynerash/2023/01/13/security-tokens-provide-new-
efficiency-to-previously-paper-based-transactions/?sh=13a83cbf13b0>.
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initiatives. For example, SEBI recently approved its “Consultation
paper on direct plan for schemes of AIFs and trail model for distribution
commission in AIFs” to regulate intermediary commissions,
management fees, and distribution fees.®* The DLT system can provide
for the “Direct Plan” in furtherance of the paper and bring transparency
by automating any fees and publishing AIF disclosures. Consequently,
it will improve asset pricing, reducing information asymmetries and
enhancing the effectiveness of the price discovery mechanism.

Thirdly, it will enable various market efficiencies and promote investor
empowerment. DLT applied to AIF units’ tokenization can improve
efficiency by enabling value transfer without the need for trusted
intermediaries and automating processes. This can result in faster,
potentially  cheaper, and frictionless transactions through
disintermediation and automation. Smart contracts play a role in
reducing the cost of issuing and managing securities, increasing
transaction speed, and streamlining processes. They facilitate corporate
actions, escrow arrangements, and collateral management. Traditional
custody chains in securities holdings can be shortened, increasing
transparency and mitigating potential liquidity issues in case of
operational problems or financial difficulties of sub-custodians.® The
distributed nature of the network, absence of a single point of failure,
immutable ledger, and utilization of cryptography contribute to the
infrastructure’s resilience and safety. For example, SEBI’s approved
Consultation paper on “Investor consent for buying/selling investments
from/to associates of AIFs” % provides a requirement to obtain 75%

5 SEBI Consultation paper on direct plan for schemes of Alternative Investment
Funds (AIFs) and trail model for distribution commission in AIFs, (3 February 2023).
% OECD ‘The Tokenisation of Assets and Potential Implications for Financial
Markets, OECD.

Blockchain Policy Series’<www.oecd.org/finance/The-Tokenisation-of-Assets-and-
Potentiallmplications-for-Financial-Markets.htm1> accessed 18 July 2023.

% SEBI Consultation paper on Investor consent for buying/selling investments
from/to associates of AIFs (3 February 2023).
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Investor Consent for Conflicted Transactions. Smart Contracts have the
ability to automate these obligations, eliminate non-compliance, and
make these functions efficient. Our current capital markets are
characterized by presence of several intermediaries, high transaction
costs, and long settlement times. Tokenization presents an opportunity
to eradicate these inefficiencies.

Although this paper recommends a conceptual model with more
variables remaining to be factored for practical implementation,
tokenization is becoming increasingly relevant backed by its evidence-
based benefits. For example, Nivaura, a FinTech company, made
history by successfully conducting the first tokenized bond issuance in
the UK FCA Sandbox.%” The World Bank also launched bond-iin 2018,
which became the first legally binding bond to utilize DLT for its
creation, allocation, transfer, and management throughout its
lifespan.®® Mt Pelerin Group SA, became the first company to tokenize
its entire shareholding in accordance with the regulatory framework in
Switzerland by converting all of its issued shares, which were in the
form of uncertificated securities, into Ethereum tokens on the
blockchain. % Similarly, many governments, companies, and
organizations have leveraged tokenization to achieve these benefits.

Additionally, SEBI recently issued a circular regarding the utilization
of Distributed Ledger Technology for Security and Covenant

57 Nivaura executes world’s first automated cryptocurrency bond issuance supported
by Allen and Overy, Allen Overy (2017) <https://www.allenovery.com/en-
gb/global/news-and-insights/news/nivaura-executes-worlds-first-automated-
cryptocurrency-bond-issuance-supported-by-allen-overy> accessed 30 January 2024.
% The World Bank Press release, ‘World Bank Prices First Global Blockchain Bond,
Raising AS110 Million’ (August 23-24, 2018)
https://www.worldbank.org/en/news/press-release/2018/08/23/world-bank-prices-
first-global-blockchain-bond-raising-al10-million> accessed 10 January 2024.

8  Finyear, ‘Mt Pelerin, first company globally to tokenize its
shares’<https://www.finyear.com/Mt-Pelerin-first-company-globally-to-tokenize-
its-shares a40025.html> accessed 29 January 2024.
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Monitoring. "® According to the circular, this DLT system will be
employed to document the creation process and monitoring of security,
including due diligence and charge creation. It will also facilitate the
ongoing monitoring of covenants by Debenture Trustees, and the credit
rating of non-convertible securities by Credit Rating Agencies, among
other functions. The regulation underlines the importance of DLT in the
financial sector, showcasing its potential for relevant applications and
a commitment to innovation. Additionally, SEBI has introduced a
regulatory sandbox framework, enabling registered intermediaries to
experiment with financial technology solutions on a limited, live
customer base within a controlled environment for a specified duration.
This proposed framework can undergo testing within the regulatory
sandbox.”

The National Strategy on Blockchain "2, issued by the Ministry of

Electronics & Information Technology (“MeitY”), Government of
India, outlines various technological aspects pertinent to implementing
blockchain technology in India. This includes its application in
different use-cases such as chit fund operation and administration,
customs and trade finance, digital certificates management, and several
others. Parallel to the recommendations in this research to amend
relevant regulations, the National Strategy on Blockchain recommends
that MeitY, along with other ministries in the Government of India, may
work on developing specific regulations and policies tailored to the
evolving framework and the needs of various application domains.

0 Securities and Exchange Board of India Press release, (5 August 2021),
<https://www.sebi.gov.in/media/press-releases/aug-202 1/sebi-issues-circular-on-
security-and-covenant-monitoringusing-distributed-ledger-technology- 52086.htmI>
accessed 30 January 2024.

"1 SEBI Circular on Revised Framework for Regulatory Sandbox, (14 June 2021).

2 National Strategy on Blockchain, Ministry of Electronics and Information
Technology (December 2021),
<https://www.meity.gov.in/writereaddata/files/National BCT Strategy.pdf>.
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IX.CONCLUSION

The AIF industry is growing at a rapid pace and has already surpassed
public market returns. This potential for growth makes AlFs a lucrative
investment alternative for a variety of investor classes seeking
diversification. In India, implementing the tokenization model can
effectively counter the inherent limitations of the AIF market and
provides a transparent and cost-effective environment for investors. It
also lowers the entry barriers for investments and democratizes
investment opportunities by allowing fractional ownership which
makes AlIFs accessible to a wider range of investors, including those
having very limited capital and those who previously lacked the
resources to invest. Moreover, transparency being the inherent facility
provided by blockchain technology, provides the investors with an
opportunity to have clear and real-time visibility into all of their
investments promoting traceability and verification. Assigning SEBI as
the controlling authority to avoid any unauthorized changes by users
marks a significant step towards risk management and market integrity.

Applying DLT to tokenize the units makes the process more efficient
as all the transactions are automated and there is a reduction in reliance
on intermediaries. Implementing schemes like, “UCITS” and “RIAIF”
bring into reality the concept of streamlining complex AIF investments
to retail investors. Tax exemptions and incentives play a key role in
bringing these investments to their platter and making the investments
accessible to a broader spectrum of investors. Volume and figures of
investors can be pooled by employing such concepts and bringing them
to execution. By conceptualizing the fact and data of liquidity having a
crest when AIFs are allocated in NPS, the gap in the market can be
covered by regulatory authorities like SEBI enacting AIFs in
allocations and suitable amendments and regulations can also be a
driving force in this regard.
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