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Legal Decisions1

Income-tax Act
LD/63/5

Director of Income-tax (International 
Taxaton) - II

vs.
Set Satellite (Singapore) Pte Ltd.

28th April, 2014 (BOM)
Section 9 of the Income-tax Act, 1961 – 
Income – Deemed to accrue or arise in India
Where the liability for the payment is made to a 
Singapore company by the assessee, another 
Singapore company, in connection with the 
broadcasting operations in Singapore, that 
has no connection with the marketing activities 
carried out through assessee’s alleged permanent 
establishment in India, no royalty payment could 
be said to be made in respect of Indian PE and 
therefore TDS liability would not arise

The assessee is a Singapore based company 
engaged in the business of acquiring rights in 
television programmes, motion pictures and sports 
events and exhibiting the same on its television 
channels from Singapore. The assessee is a tax 
resident of Singapore. The assessee entered into an 
agreement with Global Cricket Corporation Private 
Limited (GCC), also a tax resident of Singapore. It is 
that agreement under which the GCC granted rights 
to the assessee and throughout the licence territory. 
The licence territory, inter alia, and as defined 
referred to, and included India.

The proceedings were initiated so as to bring 
the payment within the tax law under the Income-
tax Act, 1961. The allegation was that the tax was 
not deducted at source from the payments made to 
Global Cricket Corporation.

The Bombay High Court held as follows:
Both the Commissioner of Income Tax (Appeals) as 
also the Tribunal held that if the facts of the case 
in hand are not in dispute, then, the payment for 
the cricket rights is made only for broadcasting 
operations of the assessee which are carried out 
from Singapore. The liability for the payment is 
incurred by the assessee in connection with the 
broadcasting operations in Singapore. That has no 
connection with the marketing activities carried 
out through its alleged permanent establishment in 
1 Readers are invited to send their comments on the selection of cases and their utility at eboard@icai.in. For full judgment, write to eboard@icai.in
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India. It is in these circumstances that the finding 
of fact that in the present case there is no economic 
link between the payments assuming that they are 
in the nature of royalties made out of India, cannot 
be termed as perverse. Then, the Revenue stand 
cannot be upheld. Even with regard to the alleged 
permanent establishment of the assessee in India, 
the Tribunal's finding of fact is that the economic 
link is entirely with the assessee's head office in 
Singapore. The payment to GCC cannot be said to 
have been incurred in connection with the appellant's 
permanent establishment in India. Such a finding 
of fact cannot raise any substantial question of law. 
The finding of fact is that the payer is not a resident 
of India. Secondly, the liability to pay royalty has 
not been incurred in connection with and is not 
borne by the permanent establishment of the payer 
in India. The absence of economic link is thus the 
foundation on which the Tribunal's conclusions are 
based. These are essentially factual conclusions. The 
conclusion reached is possible, given the nature of 
the agreement between the payer and the Singapore 
party, the economic link has been traced from the 
transactions and which has been the subject matter 
of the agreement.

LD/63/6
Visvesvaraya Technological University

vs.
Assistant CIT, Circle-I

20th December, 2013 (KAR)
[Assessment Years 2004-05 to 2009-10]

Section 10(23C) of the Income-tax Act, 
1961 read with Sections 3 and 13 of the 
Visveswaraiah Technological University 
Act, 1994 – Exemption – Religious Trust/
Institution
Where an university is not wholly or substantially 
financed by the Government, the fact that the 
University has unreasonable surplus of income  
over the expenditure during the years in question,  
it cannot, by any stretch of imagination, would  
lead to the conclusion that it exists not for the 
purposes of profit, though the predominant 
nature of the activity is educational; it would not 
be given exemption

The University was established and incorporated 
in the State of Karnataka for development of 
Engineering, Technology and allied sciences under 
the provisions of the Visveswaraiah Technological 
University Act, 1994 (Act of 1994). The University 

331



Legal Update

www.icai.orgTHE CHARTERED ACCOUNTANT    september 201436

filed return of income declaring ‘nil income’,  
claiming exemption under Section 10(23C)(iiiab) 
of the Act. The Assessing Officer held that the 
University is not an University “not existing for 
purposes of profit” as contemplated by clause (iiiab) 
of Section 10(23C) of the Act and that it is not “wholly 
or substantially financed” by the Government.

The High Court of Karnataka held as follows:
An exemption under Section 10(23C) (iiiab) 
cannot be either claimed or granted unless all the 
ingredients as reflected therein are satisfied/fulfilled. 
The expression ‘not for purposes of profit’ will have 
to be read in the light of the word ‘existing’ used in 
sub-clause (iiiab). It is true that the University was 
set up and is existing for the educational purposes. 
That by itself is not sufficient. What is necessary is 
that it should not exist for profit. There could be 
surplus every year, but the word “surplus” will have 
to be read and understood in proper perspective. 
The “Surplus” cannot be more than 10% - 15% so as 
to meet contingencies or unforeseen expenditure.

The constant increase in surplus year after year 
by way of collection of fees under various heads, 
more than what is required, would not amount to 
“reasonable surplus” and it would indicates that the 
University is systematically making profit. There 
cannot be any justification to collect the monies 
under different heads 3-4 times more than what 
they require to spend for the purpose for which they 
collect it. Surplus funds could be collected, or these 
could be incidental surplus, to meet contingencies 
or for spending during the subsequent year for 
specific purpose for which it was collected and not 
for investing the same in fixed deposits for earning 
income by way of interest.

It cannot be overlooked that the University is 
entitled for financial aid in the form of monies/lands 
from the State Government for its development/
expansion. Further, it cannot be overlooked that 
despite huge expansion to cater the need of 194 
colleges, the University has generated surplus of 
about 500 crores within a span of about 10 years. 
Such surplus could not be treated as “reasonable 
surplus”. The “surplus” can be generated for the 
benefit/use of the institution and not to the extent 
so as to keep it in fixed deposits to earn huge income 
by way of interest.

Indubitably, like any normal person, who has a 
tendency to save surplus earning, even an educational 
institution, such as the University, is entitled to 

generate reasonable surplus for development of 
education and expansion of the institution.

The Supreme Court observed in Aditanar 
Educational Institution vs. Additional CIT, (1997) 
224 ITR 310, is whether on a overall view of the 
matter, the object is to make profit. In evaluating or 
appraising the issue, the Supreme Court noted that 
one should bear in mind the distinction between the 
corpus, the objects and the powers of concerned 
authority. In short, merely because ‘certain surplus’ 
arises from its operations, it cannot be held that the 
institution is being run for the purpose of profit so 
long as no person or individual is entitled to any 
portion of the said profit and the said profit is used 
to meet the object of institution.

It is not in dispute that the University was 
established for educational purpose and not for 
purposes of profit. But that by itself would not be 
sufficient to hold that the huge income generated 
from its day to-day affairs cannot be treated as profit.

The University claims that the main source of 
its income consists of grants received from the 
Government as contemplated by Section 23 of 
the Act of 1994 and in addition thereto they are  
receiving funds under different heads from the 
students for pursuing their education and training 
at the colleges affiliated to it. The material which 
has been placed on record by the University and 
the revenue consisting tabulated statements, all 
the details of the total receipts and the amount 
spent by them towards its object for the relevant  
financial years, it shows that they have earned huge 
income which could be and would have to be termed 
as profit, since it is far in excess of its expenditure. 
Over and above this if the Government also pay 
them the grants which they are entitled for under 
the provisions of the Act of 1994. That apart, the 
University was not giving any relief or benefit 
to the students in terms of monies. This being 
the position, it cannot be stated that though the 
University was set up for educational purpose, it is 
no more a profiteering institution. In other words, 
it is undoubtedly making profits which cannot be 
exempted under the provisions of Section 10(23C)
(iiiab) of the I.T. Act. The fact that the University 
has unreasonable surplus of income over the 
expenditure during the number of years in question, 
it cannot, by any stretch of imagination, would lead 
to the conclusion that it exists not for the purposes 
of profit, though the predominant nature of the 
activity is educational.
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The University, as a matter of fact, gets hardly 1% 
financial aid from the Government of its total receipts 
from other sources. Even if the costs of the lands at 
which they were transferred to the University are 
taken into consideration, still the total funding by the 
Government to the University would not exceed 4 %–5 
%. It is also clear from the materials on record that 
the University used the financial aid extended by the 
Government only for development purpose and not 
for meeting the other expenditure for which they are 
entitled to seek grants as provided for under Section 
23 of the Act of 1994. The fees they are receiving from 
the students routed through colleges affiliated to it and 
the Examination Authority, as observed earlier, cannot 
be treated as financial aid from the Government to the 
University. In any case that amount is not coming from 
Government corpus/treasury. Even if it is assumed 
that the fees coming from Examination Authority 
is also a financial aid extended by Government to 
the University still, having regard to the facts and 
figures, the University cannot be stated to have been 
financed either wholly or substantially. Thus, the 
University cannot be treated as an institution wholly or 
substantially financed by the Government. 
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Having regard to the fact that the University is 
a ‘body corporate’ having perpetual succession and 
a common seal with a power to acquire and hold 
property and to enter into contract in its name 
as contemplated under Section 3 of the Act of 
1994, and in the light of the meaning of the word  
state in Article 289 of the Constitution, it is to be 
opined that the University is not a ‘State’ within the 
meaning of Article 289(1) of the Constitution and 
it cannot be exempted from taxation as envisaged 
thereunder. The word “State” employed in this 
Article cannot be extended so as to include the 
University.

In the result, the income tax appeals filed by the 
University are dismissed. 

LD/63/7
Venkatesh Murthy

vs.
ITO, Word 5(3), Bangalore

4th April, 2014 (KAR)
[Assessment Year 2003-04]

Section 271(1)(c) read with Section 54F of 



Legal Update

www.icai.orgTHE CHARTERED ACCOUNTANT    september 201438

the Income-tax Act, 1961 – Penalty – For 
concealment of income
Where assessee sold a property and invested  
sale consideration in purchasing another property 
but sale deed could not be registered due to 
dispute of title over said land and hence he paid 
Capital Gains tax and interest, no penalty could 
be levied for concealment

The appellant had filed the return for the 
Assessment Year 2003-04 with a note regarding 
capital gain stating that he deposited the said 
amount in his savings account with Vijaya 
Bank. He did not open "capital gain account" as  
contemplated by Section 54-F(4) of the Act. In 
view thereof, the Assessing Officer reopened 
the assessment under Section 148 of the Act to  
bring to tax the capital gains on the ground that 
the bank account, in which the amount was  
deposited was not capital gains scheme account. 
In response to the notice under Section 148 of  
the Act, the assessee, in the return of income 
had declared R24,57,000 as capital gains liable  
to tax and paid the tax accordingly with  
interest.

The assessee pleaded that he purchased 
a property by entering into an agreement of  
sale with one B. But, unfortunately the property 
was under litigation among the family members of 
B who had brought stay on the property. Though  
the title of the property was very clear and B who 
was also the assessee’s relative had promised 
to register the property the assessee’s name  
after the case is settled. The assessment, thereafter, 
was completed accepting the return, so filed in 
regard to the capital gains however, the penalty 
proceedings under Section 271(1)(c) were  
initiated.

The Karnataka High Court held as follows:
In view of the overall facts and circumstances  
of the case, the Assessing Officer ought to 
have exercised the discretionary powers, while 
considering to impose penalty under Section 271(1)
(c). That apart, the assessee in response to the  
notice under Section 148 of the Act had paid  
LTCG tax and interest. Against this backdrop, 
this is a fit case where the Assessing Officer ought 
not to have imposed any penalty in exercise of 
the discretion vested in him. The order imposing 
penalty, thus, deserves to be set-aside.

LD/63/8
Oxford University Press, In Re

30th April, 2014 (AAR)
Section 9 of the Income-tax Act, 1961 read 
with Article 14 of the India-Sri Lanka Tax 
Treaty – Income – Deemed to accrue or arise 
in India 
Where the services rendered are basically for 
promotion of sales and brand name of the 
applicant in Sri Lanka and, thus, they are basically 
sales promotion of books, payment remitted to 
non-resident would not be taxable in India

The applicant, Oxford University Press, is an 
Indian branch of Oxford University Press, U.K., a 
Department of Oxford University U.K. It is engaged 
in publishing, printing and reprinting of educational 
books for schools, Universities, Professional and 
other educational institutions or scholarly books. 
The applicant has appointed one GK, a resident of 
Colombo, Sri Lanka and designated her as "Resident 
Executive." She is being paid remuneration and 
reimbursement of expenses for carrying on duties 
and responsibilities exclusively for the applicant. 
The monthly remuneration and reimbursement 
of expenses are remitted to GK’s Bank account in 
Colombo, Sri Lanka from the Applicant's bank 
Account in India.

The Authority for Advance Rulings ruled as  
follows:
The services rendered are basically for promotion of 
sales and brand name of the applicant in Sri Lanka. 
They are basically sales promotion.

The job description fits in more with a marketing 
executive than anything else. The services rendered 
by GK do not fall under any of the items mentioned 
in the explanation to Section 9(1)(vii) namely, 
managerial, technical or consultancy services. 
The services rendered by her are, therefore, not  
technical services as defined in the Act. There is no 
dispute regarding status of GK that is resident in  
Sri Lanka and non-resident in India and the  
services rendered outside India. The payments are 
made in Sri Lanka. The payment made to GK is not 
taxable either under the Act or the India-Sri Lanka 
Tax Treaty. The payments falls under Article 14 of 
the India-Sri Lanka Tax Treaty and even on that 
account the same is not taxable in India.

Regarding the reimbursement of expenses 
are directly linked with her services in Sri Lanka  
for the applicant. For the same reason as  
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discussed above reimbursement of those expenses  
will also not be taxable in India under the  
provision of the Act or under India-Sri Lanka Tax 
Treaty.

Customs Act
LD/63/9

Union of India
vs.

Haldia Bulk Terminal P. Ltd.
29th April, 2014 (CAL)

Section 155 of the Customs Act, 
1962 – Protection of action taken under the 
Act
Payment of duty under the Customs Act is 
determined through a complete procedure 
prescribed in law; the Civil Court would not be 
competent to hold that no duty was payable

Haldia Bulk Terminal Private Limited (HBT) 
engaged in the field of Cargo handling operation 
imported various equipments under a scheme that 
would exempt import duty subject to compliance 
of conditions imposed therefor. As per the Foreign 
Policy, they were supposed to furnish Bank 
Guarantees covering the export duty so that, in  
case of any violation of the conditions the  
authorities would be in a position to collect the 
duty through invocation of Bank Guarantees. HBT 
claimed that they performed their obligation under 
the Foreign Policy and as such was entitled to  
return of the Bank Guarantees. They duly submitted 
a clearance certificate from the Director General of 
Foreign Trade (DGFT) wherein DGFT gave their 
consent, rather recommended for return of the  
Bank Guarantees. At that juncture, Customs 
Authority declined to return, according to them, 
they would be entitled to proceed in accordance 
with the provisions of Section 110, 110 A and 124 of 
the Customs Act.

According to the Customs authority, the 
HBT was still under obligation to furnish further 
documents. In a suit filed by HBT, the High Court 
held that the letter from the office of the Additional 
Director General of Foreign Trade would make 
it clear that HBT performed their obligation  
stipulated in the licence. Hence, the Customs Authority 
could not have any duty claim against the plaintiff. His 
Lordship directed discharge of the guarantees.

The question arose as to whether the Judge, 
sitting in civil jurisdiction, could draw a conclusion 
that no customs duty was payable.
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The Calcutta High Court held as follows:
Payment of duty under the Customs Act is  
determined through a complete procedure 
prescribed in law. The Civil Court would not 
be competent to hold that no duty was payable.  
The close examination of the letter from DGFT 
would show that there was no definite assertion  
that no customs duty was payable. The letter  
might have a dominant role in the matter of 
adjudication of the customs duty, it might 
be otherwise. Observation of the Civil Court  
would rather foreclose the right of the customs 
authorities to deal with the issue in accordance  
with law.

In accordance with the provisions of Section 155, 
no suit does lie against the Central Government for 
any act done in pursuance of the Customs Act or 
the Rules or Regulations framed there under. The 
Judge possibly missed out the said provision while 
observing as such.

Therefore, the Customs Authority would be at 
liberty to proceed as against HBT in accordance 
with law if they are so entitled to.

Companies Act
LD/63/10

Vikram Bakshi
vs.

Ms. Sonia Khosla
8th May, 2014 (SC)

Section 397 of the Companies 
Act, 1956–Application to 

Company Law Board for relief in cases of 
Oppression
Mediation is a cheap and effective dispute 
resolution process; where petition alleging 
oppression and mismanagement was filed before 
CLB and subsequently spate of litigations arose 
and it was found that once the Company Petition 
itself is decided, the other issues involved therein 
would also get decided, direction was to be given 
for early disposal of original petition

A prime lands in Kasauli in Himachal Pradesh 
is owned by company MRL. The share holding of 
the MRL was earlier exclusively held by the family 
members of the Khosla Group. It was their vision 
to develop this real estate into a tourist resort of 
repute. The Khosla group needed requisite finances 
and administrative expertise for this purpose. The 
petitioner-Bakshi Group extended its helping hand. 
For this purpose MOU was entered into between 

them. Bakshi Group was to pump in the necessary 
finances and to take charge of administration by 
managing the entire project. MRL was the special 
purpose vehicle for the execution of the project. The 
MOU envisaged transfer of shareholding in MRL by 
Khosla Group to Vikram Bakshi on certain demands 
made by the latter to the former. 

For some reasons (both the groups have their 
own version in this behalf with blame game against 
each other) the project did not kick off and ran into 
rough weather with the sowing of the seeds of mutual 
distrust and lack of faith. It led to filing of a petition 
under Section 397 and 398 of the Companies Act by 
a member of Khosla group against Bakshi Group. 
Her allegation was that she held 49% shares in the 
Company which had been further reduced to 36% 
and that the affairs of the Company were being 
managed in a manner oppressive to the minority 
shareholders.

A spate of litigation between the two groups 
depicts a severe fight between them where 
settlement appears to be a distant dream with tough 
positions taken and on each and every facet/nuance 
of the disputes.

The proceedings are still pending at different 
levels either in the Company Law Board or in the 
High Court. Early resolution of the main dispute 
between the parties needs to be commended. 

The Bakshi Group made a fervent plea before this 
Court to invoke the provisions of Article 142 of the 
Constitution and put an end to the entire litigation 
between the parties pending in various courts by 
putting the parties to such terms, which this court 
finds to be equitable for both the parties. On behalf 
of Bakshi Group he also gave the offer to surrender/
give 50% of land to the Khosla Group and also an 
amount of R6.40 crore. He even submitted that if 
this Court finds the said amount to be inadequate the 
Court would be empowered to fix higher amount. 
However, that was not acceptable to the other side 
as according to them not only they are entitled to 
get the entire land which belongs to them but the 
amount of compensation which Bakshi Group is 
liable to pay to them would be many times more 
than the amount offered.

The Supreme Court held as follows:
It would have been more appropriate for the parties 
to atleast agree to resort to mediation as provided 
under Section 89 of CPC and make an endeavour 
to find amicable solution of the dispute, agreeable 
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to both the parties. One of the aims of mediation 
is to find an early resolution of the dispute. The 
sooner dispute is resolved the better for all the 
parties concerned, in particular, and the society, 
in general. For parties, dispute not only strains the 
relationship but also destroy it. And, so far as society 
is concerned it affects its peace. So what is required 
is resolution of dispute at the earliest possible 
opportunity and via such a mechanism where 
the relationship between individual goes on in a  
healthy manner. 

Mediation being a form of Alternative Dispute 
Resolution is a shift from adversarial litigation. 
When the parties desire an on-going relationship, 
mediation can build and improve their relationships. 
To preserve, develop and improve communication, 
build bridges of understanding, find out options for 
settlement for mutual gains, search unobvious from 
obvious, dive underneath a problem and dig out 
underlying interests of the disputing parties, preserve 
and maintain relationships and collaborative 
problem solving are some of the fundamental 
advantages of mediation. Even in those cases where 
relationships have turned bitter, mediation has been 
able to produce positive outcomes, restoring the 
peace and amity between the parties.

There is always a difference between winning 
a case and seeking a solution. Via mediation, the 
parties will become partners in the solution rather 
than partners in problems. The beauty of settlement 
through mediation is that it may bring about a 
solution which may not only be to the satisfaction of 
the parties and, therefore, create a win win situation, 
the outcome which cannot be achieved by means of 
judicial adjudication. Thus, life as well as relationship 
goes on with Mediation for all the parties concerned 
and thus resulting into peace and harmony in the 
society. While providing satisfaction to the litigants, 
it also solves the problem of delay in our system and 
further contributes towards economic, commercial 
and financial growth and development of the 
country.

Mediation is new dimension of access to justice. 
As it is one of the best forms, if not the best, 
of conflict resolution. The concept of Justice in 
mediation is advanced in the oeuvres of Professors 
Stulberg, Love, Hyman, and Menkel-Meadow (Self-
Determination Theorists). Their definition of justice 
is drawn primarily from the exercise of party self-
determination. They are hopeful about the magic 
that can occur when people open up honestly 

and empathetically about their needs and fears in 
uninhibited private discussion. And, as thinkers, 
these jurists are optimistic that the magnanimity of 
the human spirit can conquer structural imbalances 
and resource constraints. Professor Stulberg, in his 
masterful comment on the drafting of the Uniform 
Model Mediation Act, Fairness and Mediation, 
begins with the understated predicate that "the 
meaning of fairness is not exhausted by the concept 
of legal justice." In truth, the more pointed argument 
advanced in the article is that legal norms often 
diverge quite dramatically from our notion of fairness 
and the notion of fairness of many disputants. Legal 
rules, in Stulberg's vision, are ill-equipped to do 
justice because of their rigidity and inflexibility. 
Professors Lela Love and Jonathan M. Hyman argue 
that mediation is successful because it provides a 
model for future collaboration. The authors state 
that the process of mediation entails the lesson that 
when people are put together in the same room and 
made to understand each other's goals, they will 
together reach a fair resolution. They cite Abraham 
Lincoln's inaugural address which proposed that in 
a democracy, "a patient confidence in the ultimate 
justice of the people' to do justice among themselves 
. . . is a pillar of our social order." Professor Carrie 
Menkel-Meadow presents a related point of view in 
making the case that settlement has a political and 
ethical economy of its own.

Justice in mediation also encompasses external 
developments, beliefs about human nature and legal 
regulation. Various jurists are drawn to mediation in 
the belief that litigation and adversarial warring are 
not the only, or the best ways to approach conflict. 
And how optimistically and sceptically mediators 
assess the capabilities of individual parties and 
institutional actors to construct fair outcomes from 
the raw material of human conduct.

Mediation ensures a just solution acceptable to 
all the parties to dispute thereby achieving 'win-win' 
situation. It is only mediation that puts the parties 
in control of both their disputes and its resolution. 
It is mediation through which the parties can 
communicate in a real sense with each other, which 
they have not been able to do since the dispute 
started. It is mediation which makes the process 
voluntary and does not bind the parties against their 
wish. It is mediation that saves precious time, energy 
as well as cost which can result in lesser burden on 
exchequer when poor litigants are to be provided 
legal aid. It is mediation which focuses on long term 
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interest and helps the parties in creating numerous 
options for settlement. It is mediation that restores 
broken relationship and focuses on improving 
the future not of dissecting past. It is based on 
an alternative set of values in which formalism 
is replaced by informality of procedure, fair trial 
procedures by direct participation of parties, 
consistent norm enforcement by norm creation, 
judicial independence by the involvement of trusted 
peers, and so on. This presents an alternative 
conceptualisation of justice.

These two Special Leave Petitions that arose out 
of the proceedings in the High Court, have their 
origin is an interim order passed by the CLB. It is 
thus, pointed out that once the Company Petition 
itself is decided, the other issues involved therein 
namely illegality of Board meetings in questions 
would also get decided.

At least there is an agreement between both the 
parties on the procedural course of action. In view of 
the aforesaid consensus, about the course of action 
to be adopted in deciding the disputes between 
the parties, the Company Law Board is directed to 
decide Company Petition filed before it by one of 
the member of Khosla group within a period of six 
months. Since, it is the CLB which will be deciding 
the application under Section 340 Cr. PC filed in 
the CLB, the High Court need not proceed further 
with the criminal case. Likewise other questions also 
become otiose.

The project has not taken off. It is almost dead 
at present. Unless the parties re-concile, there is no 
chance for a joint venture, i.e., to develop the resort, 
as per the MOU. It is only after the decision of CLB, 
whereby the respective rights of the parties are 
crystallised, it would be possible to know about the 
future of this project. Even the Company in question 

is also defunct at present as it has no other business 
activity or venture. In a situation like this, more 
appropriate orders would be to direct the parties 
to maintain status quo in the meantime, during the 
pendency of the aforesaid company petition before 
the CLB.

SCRA
LD/63/11

U. P. Stock Exchange Brokers’ Association
vs.

SEBI
23rd May, 2014 (ALL)

Regulation 1 of the Securities Contracts 
(Regulation) (Stock Exchanges and 
Clearing Corporations) Regulations, 2012–
Constitutional validity
The Securities Contracts (Regulation) (Stock 
Exchanges and Clearing Corporations) 
Regulations, 2012 is constitutionally valid

The validity of the Securities Contracts 
(Regulation) (Stock Exchanges and Clearing 
Corporations) Regulations, 2012 (SECC Regulations) 
has been challenged on four grounds:
(i) the regulations "completely muzzle" the 

fundamental right guaranteed by Article 19 
(1) (c) of the Constitution, on a citizen to form 
an association by choosing its members and 
directors;

(ii) the regulations "totally supplant" the provisions 
of Section 4(b), 5, 7A, 11 and 31 of the SCRA 
and Rules 4, 5 & 6 (read with Form A) of the 
Securities Contracts Rules;

(iii) the regulations "sail far beyond the bounds 
set down by the SCRA and the rules and since 
they constitute sub delegated legislation, must 
yield to the statute; and

(iv) the regulations amount to a prohibition on 
the fundamental right to carry on business 
and trade under Article 19 (1) (g) of the 
Constitution and make a deep inroad into the 
rights of the petitioners to carry on their trade 
and business.

The Allahabad High Court held as follows:
It is not possible to accede to the submission that 
the SECC Regulations supplant or are ultra vires 
the SCRA or the rules which have been framed 
under it. Rule 3 of the Rules, in fact, contemplates 
that an application for recognition has to be made 
to SEBI and not to the Central Government. The 
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regulations which have been framed by SEBI are in 
exercise of powers conferred by Sections 4, 8A and 
31 of the SCRA. Section 31 of the SCRA expressly 
confers power upon SEBI to make regulations which 
are consistent with the Act and the rules, to carry 
out the purposes of the Act. SEBI, in framing the 
SECC Regulations, has acted plainly in pursuance 
of the statutory powers conferred upon it and has 
not traveled beyond the bounds of the statute. The 
Regulations are also referable to the provisions 
of Section 11 and Section 30 of the SEBI Act. 
SEBI, under Section 11, is entitled to regulate the  
securities market by such measures as it think fit 
to protect the interest of investors and to promote 
the development of the securities market. The 
measures which SEBI can adopt, include the 
discharge of those functions and powers which have 
been delegated to it by the Central Government 
under the SCRA. In Chapter II of the Regulations, 
SEBI has prescribed conditions for recognition 
of stock exchanges. In Chapter III, SEBI has 
prescribed net worth requirements. In Chapter IV, 
SEBI has prescribed requirements in relation to 
ownership of stock exchanges. Chapter V stipulates 
norms for governance of stock exchanges. This 
exercise of framing regulations in pursuance of the  
subordinate legislative power, which is conferred 
upon SEBI is within the bounds of the statute. SEBI 
has not acted ultra vires, either the SEBI Act or the 
SCRA.

The regulations are challenged on the ground 
that they violate Article 19(1)(c) and Article 19(1)(g) 
of the Constitution.

Jalan Committee Report 
Traditionally, stock markets bring together those 
who demand capital (corporations) and those who 
supply capital (investors). Stock exchanges provide 
liquidity for investors to invest and disinvest 
without significant price variability. Essentially, 
stock exchanges provide a facility for investors to 
transact on the securities market and to realise the 
price for securities traded on them. In this sense, 
stock exchanges constitute a part of the essential 
economic infrastructure of a modern economy. 
Andreas M. Fleckner, in an article published in 
Fordham Law Review titled 'Stock Exchanges at the 
Crossroads23 describe stock exchanges as 'market 
organisers.' In a significant measure, stock exchanges 
allocate capital. The prices of securities traded 
in the stock market provide a foundation for an 

efficient allocation of financial resources by bringing 
together innumerable investors who seek through 
their decisions to invest and disinvest, a measure 
of liquidity. While providing a platform to investors 
to transact in securities, stock exchanges in the 
cumulative effect of their functions allocate capital 
resources. A stock exchange at one level provides 
a transaction facility for individual investors. At a 
macro level, stock exchanges determine through 
the interplay of market forces capital allocation in 
the economy. Volatality in the stock market disturbs 
both the equilibrium and balance in the efficient 
allocation of resources for the economy.

Traditionally, stock exchanges provided 
platforms for transactions in securities on the  
floor of the exchange where brokers met, negotiated 
and agreed upon the prices for stock transfers 
executed for their principals. With modern 
technology having permeated almost every aspect 
of life, the trading floor of the stock exchange has 
become obsolescent. Stock exchanges maintain 
electronic systems worldwide that match orders for 
buying and selling of shares automatically. Stock 
exchanges are market organisers. Apart from the 
function of being market organisers, stock exchanges 
are (i) information distributors; (ii) regulators of 
the market which they organise; (iii) involved in 
setting standards of corporate governance through 
their listing rules; and (iv) at an institutional level, 
business enterprises.

The conflicts of interest have been issues of 
serious regulatory concern and intervention. 
The global financial crisis in 2008 impacted the 
international economic order besides manifesting 
itself in serious financial instability in economies 
across the world. India, as contemporary experience 
indicates, was not immune from its aftermath. A 
volatile securities market is a source of grave peril to 
investor confidence. SEBI constituted a Committee 
chaired by Dr. Bimal Jalan, former Governor of 
Reserve Bank of India, to examine issues arising 
from the ownership and governance of Market 
Infrastructure Institutions (MIIs). The report of the 
Jalan Committee in 2010 adverted to the position 
of these institutions as constituting "the nucleus of 
(the) capital allocation system," indispensable for 
economic growth and constituting a part of the 
vital economic infrastructure. The Jalan Committee 
noted that unlike typical financial institutions, 
the number of stock exchanges, depositories and 
clearing corporations in an economy is limited 
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due to the nature of their business. Any failure of  
those institutions could lead to bigger cataclysmic 
collapses that may result in an overall economic 
downfall that could potentially extend beyond 
the boundaries of the securities market and the  
country. The Jalan Committee characterised 
the price signals produced by stock markets as 
partaking of a public good. The price signals 
produced by these institutions was, in the view of the  
Committee, something which must be accessible 
to every one and must be governed by a  
transparent and efficient market economy. 
Unless the prices are fair, that would result 
in the expropriation of unjust profits  
by any one side to the transaction. The Jalan 
Committee observed that the nature of the public  
good that is supplied collectively by market 
infrastructure institutions is dependent exclusively 
on the quality and integrity of the process that 
accompanies its production. Hence, to ensure 
dependability of the process, some degree of 
regulatory powers have to reside within these 
institutions to varying degrees. The Jalan Committee 
emphasised that the position of MIIs in the  
country was capable of producing serious conflicts 
of interest which require SEBI to play an active role 
so as to ensure a level playing field.

The Jalan Committee, in the course of its 
recommendations, emphasised the need for a 
dispersed ownership structure that would ensure 
that a single entity does not acquire a position of 
dominance. It was in that background that the 
Committee recommended the imposition of a 
cap on shareholding. On the composition of the 
Board for stock exchanges, the Jalan Committee 
highlighted that there were possibilities of a  
conflict of interest when shareholders with 
commercial motives acquire decision making roles  
in an entity which also performs regulatory 
functions. 

It was in this background that the Jalan 
Committee opined that no trading or clearing 
member should be allowed on the board of any 
stock exchange and the number of public interest 
directors should be equal at least to the number  
of shareholder directors without trading interest.  
At the same time, the experience and expertise  
of the trading members could be utilised in the  
form of an Advisory Committee.

Hence, the Jalan Committee recommended that 
stock exchanges must have a net worth of R100 

crore at all times. The view of the Jalan Committee 
on net worth was that a market infrastructure 
institution should be a well capitalised entity, so  
that this net worth is available as a last resort to  
meet exigencies and to ensure that it is able to 
remain as a going concern.

MIMPS Regulations, 2006
Even before the SECC Regulations were 
notified in 2012, SEBI had, in the exercise of its  
regulatory powers, notified in 2006 the Securities 
Contracts (Regulation) (Manner of Increasing and 
Maintaining Public Shareholding in Recognised Stock 
Exchanges) Regulations, 2006. These regulations, 
known by the acronym 'MIMPS regulations', were 
applicable to all recognised stock exchanges in 
respect of which a scheme for corporatisation or 
demutualisation had been approved by SEBI under 
Section 4 (B) of the SEBI Act. 

Under the U. P. Demutualisation Scheme 
2005, the second respondent was demutualised. 
In consequence, ownership and management 
rights were segregated from the trading rights of  
members. Under the Scheme and the MIMPS 
Regulations, 2006, the second respondent  
agreed that at least 51% of the equity shares 
would be held by the public with a cap of five 
per cent for each individual shareholder. The 
governing board was recast to limit the number 
of trading members. Hence, even prior to the 
enforcement of SECC Regulations, the public 
share holding of the second respondent was 51%. 
The dilution of shareholding rights was, therefore,  
as urged by the learned ASG, a fait accompli and 
there was no challenge either to demutualisation or 
to the MIMPS Regulations, 2006.

This analysis would indicate the reasons which 
led to the issuance of the SECC Regulations. 
SEBI, in making the regulations, was guided by 
the overwhelming public interest of protecting 
the interest of investors and in ensuring the 
orderly functioning of the securities market. The 
expert regulator was guided, at every stage, by 
its own administrative experience in regulating 
the stock market. The conflicts of interest within 
stock exchanges, the impact of those conflicts 
on the stability of the securities market and the 
grave potential for danger by the concentration of  
power were within the knowledge of SEBI. That the 
fears of SEBI were not unreal is a matter borne out 
by precedent.
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Article 19(1)(c) of the Constitution 
Article 19(1)(c) guarantees to all citizens the  
right to form associations or unions. The right is 
subject to the qualification in Clause (4) by which 
nothing in sub-clause shall (i) affect the operation  
of any existing law insofar as it imposes or prevent 
the State from making any law imposing, in the 
interest of public order or morality, reasonable 
restrictions on the exercise of the right conferred  
by the sub-clause.

First, there is a presumption of constitutionality 
and associated with it, the burden which lies on a 
person who assails a law to establish its invalidity. 
Second, where subordinate legislation is sought 
to be questioned, it must be shown to suffer from 
the vice of manifest arbitrariness. Third, in areas 
of economic or financial regulation, the legislature 
and its delegate are entitled to a greater degree of  
latitude. The legislature, on its part, has to lay down 
a broad policy framework and mandate it into a 
binding rule of conduct. The task of fleshing out  
the legislation is performed by subordinate 
legislation. SEBI as the expert has to regulate the 
frictions in and foibles of those engaged in the  
stock market. After all, the law envisages a role 
for SEBI to guard against the dangers when the 
rubber meets the road. Where an expert body is 
the maker of delegated legislation, the experience 
which it gains particularly in areas such as financial 
administration and resource allocation, enables 
it to cope with myriad different situations which 
may emerge in the practical implementation of 
legislation. It is left to the delegate of the legislature 
to find answers to strategies which are utilised to 
defeat the norms laid down by the law, in order 

to secure public interest. This is perhaps best 
exemplified in areas of financial regulation of the 
securities market where subordinate legislation 
has to continuously evolve to keep pace with the 
challenges thrown up by the financial environment 
and the rapidly changing economic landscape.  
The reason why courts grant a degree of  
autonomy and discretion to the financial regulator 
is because of the realisation of the enormous  
challenges before the regulator on designing 
regulatory measures and to continuously update 
them in the light of experiences gained, challenges 
presented and developments envisioned for the 
future. So long as the regulator has kept within the 
bounds of the statute, the court would defer to its 
expertise. 

The right to form an association cannot be 
infringed by a forced-imposition of persons in the 
association. By statutory intervention, the State 
cannot alter the composition of the association. But 
when a group of persons gets itself registered under 
a particular legislative enactment, it subjects itself 
to the discipline of the law and of the subordinate 
legislation. Hence, when an association of persons 
seeks legislative recognition for the purposes of 
carrying on a business or activity, the legislature 
can subject that business or activity to regulatory 
control. Legislation which has a nexus with the 
preservation of the public interest in the transparent 
and accountable functioning of the activity or 
business is clearly permissible an does not violate 
Article 19(1)(c).

The stock exchange is a vehicle created by 
individuals or entities which come together to 
provide a platform for transactions in securities. 
A regulation of the stock exchange is nothing 
but a regulation of the platform through which 
transactions in securities are implemented. Such 
regulation is permissible because there is a serious 
element of public interest involved in the activities 
of stock exchanges. Stock exchanges produce, as the 
Jalan Committee noted, a public good. The public 
has a vital interest in ensuring that the determination 
of the prices of securities and the transactional 
operations which are put through stock exchanges, 
are free from taint. Consequently, regulations such 
as those which have been framed by the SECC 
Regulations, insofar as they define the conditions  
for recognition, of minimum net worth, composition 
of the board of directors, dispersal of ownership 
and norms for governance, do not infringe the right 
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under Article 19(1)(c). The regulations govern the 
antecedents of the business or activity and do not 
infringe the right to form the association under 
Article 19(1)(c). The challenge is, therefore, lacking 
in substance.

That apart, the Court must bear in mind the 
circumstance that the SECC Regulations do 
not have a direct or proximate impact on the 
associational right, if any, of the petitioners. The 
Uttar Pradesh Stock Exchange, is a defunct stock 
exchange on which there has been no trading since 
16th August 2010 or there about. SEBI has made it 
abundantly clear before the Court that there is no 
impediment for UPSEC Securities Limited, which 
is a subsidiary of the stock exchange, to continue 
its functions. This is also evident from the terms 
of Clause 4 of the circular issued by SEBI on 30th 

May, 2012. The first petitioner is a society of traders 
or brokers allegedly engaged in trading with the  
second respondent which is a regional stock  
exchange at Kanpur. The stock exchange is defunct 
with little or no activity. Be that as it may, the 
constitutional challenges is squarely addressed 
to analyse whether there is any substance in the 
submission.

Article 19(1)(g) of the Constitution 
The submission of the petitioners is that the 
regulations are excessively restrictive and would 
amount to a prohibition. It has been submitted 
that no regional stock exchange can meet the 
requirement of a net worth of R100 crore. The test 
of proportionality must be applied to a restriction 
on a fundamental right imposed under Article 19 
(1)(g) of the Constitution and the least intrusive  
means must be adopted. The restrictions on 
ownership and on voting rights, it is asserted, is 
abhorrent to the fundamental right under Article 
19(1)(g). Similarly, the dispersal of ownership 
to the effect that 51% of the paid up equity 
capital be held by the public, it is claimed, would 
destroy the autonomy of the stock exchange. The 
provision that no person shall hold share unless 
he is a fit and proper person, is urged, to be  
vague and, therefore, destructive of the right to  
carry on business. Similarly, it has been submitted 
that the powers which SEBI has assumed over  
the inclusion of public interest directors would 
destroy the right to carry on business.

Stock exchanges are, as the Jalan Committee 
observed, vital elements of the economic 

infrastructure of a modern economy. They provide 
a platform for investors to transact in securities. 
The probity and integrity of the functioning of 
stock exchanges deeply reflects upon the sense of 
confidence which investors have in the securities 
market. These investors are not just individual 
investors but institutional investors. Investments 
in the stock market are not confined to national 
boundaries but have a transnational character. 
Institutional decisions to invest in the stock  
market have a close and integral connection with 
the state of the economy, financial stability and 
the nature of regulatory governance. The market 
for securities has an integral connection with the 
allocation of capital and financial resources in 
a modern economy. Anything which affects the 
stability of the capital market has an impact on 
investor wealth and can severely imperil a stable 
financial order. Hence, the requirements which 
have been imposed by the SECC regulations must 
be assessed in the backdrop of the need to ensure 
transparency in the functioning of the securities 
market. Coupled with this is a felt necessity of 
ensuring the financial stability of stock exchanges, 
the dispersal of ownership and the avoidance of 
conflicts of interest which can jeopardise a stable 
and efficient market for securities.

Regulation 3 casts an obligation to obtain 
recognition from SEBI before a person can conduct, 
organise or assist in organising a stock exchange. 
The circumstances which must be borne in mind in 
considering the grant of recognition are elucidated 
in Regulation 7(2). Each of those considerations 
is intended to ensure that the applicant would  
meet the requirements of the law and is possessed 
of adequate resources and expertise to put into 
place a complex structure that is involved in the 
establishment of a stock exchange. The Jalan 
Committee furnished a plausible and reasonable 
justification for imposing a requirement of a 
minimum net worth of R100 crore. The rationale 
is that a market infrastructure institution must  
be a properly capitalised entity in order, that its 
net worth is available as a last resort to meet an 
exigency and to ensure that it is able to remain as 
a going concern. The Jalan Committee noted that 
market infrastructure institutions, by their very 
nature, require huge long term sunk investment 
and net worth is an important eligibility criterion. 
Providing a minimum net worth would ensure  
that only serious players enter into the arena. SEBI 
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had already prescribed a net worth of R100 crore  
for depositories. Having regard to this background, 
it cannot be even postulated that a minimum net 
worth of R100 crore is arbitrary. Once, it is held  
as a matter of principle, that the imposition  
of a minimum net worth requirement is not 
unreasonable or ultra vires, the fixation of a 
particular threshold in terms of value must lie in 
the expert determination of SEBI when it made  
the subordinate legislation. This must also apply 
to the manner in which the net worth is to be  
calculated. Nothing has been indicated before 
the Court to establish that the determination of 
the threshold or the manner of its computation 
is untenable and is so disproportionately high so  
as to constitute the very negation of the right to 
carry on business.

The restrictions which have been imposed in 
Chapter IV on the ownership of stock exchanges 
is with a rationale. SEBI was acting within its 
statutory realm in forming the view that the  
orderly development and functioning of the 
securities' market require that at least 51%  
of the paid up capital should be held by the public.  
The restrictions on holding share capital are 
intended to ensure that the shareholder does not 
use a position of dominance to place himself in a 
position which is liable to give rise to a conflict of 
interest. Dispersal of ownership can legitimately be 
an integral part of a policy which seeks to create a 
barrier to subversion.

Regulation 20(1) SECC Regulations stipulates 
when a person shall be deemed to be fit and  
proper. Undoubtedly, the considerations which  
have been specified in Regulation 20(1)(a) have 
a broad connotation, but the Court must be 
circumspect in striking down such a provision 
on the anvil of a scrutiny with a fine-tooth comb 
because so long as they fall within the general ambit 
of reasonableness, the regulation must be sustained. 
Financial integrity, reputation, character and 
honesty are matters which have a serious bearing 
on the objective, transparent and fair functioning  
of the securities market. Regulation 20(1)(b) 
similarly specifies that the person should not have 
undergone any of the stated disqualifications. 
Though, the decision of SEBI on whether a person 
is fit and proper person has been made final, such 
finality would exclude the jurisdiction of a civil  
court. At the same time, a right of appeal is 
available under Section 15T(1)(a) of the SEBI Act 
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to the Securities Appellate Tribunal to any person  
aggrieved by an order of SEBI made under the Act 
or the rules or regulations. When SEBI rejects an 
application for want of satisfaction of the fit and 
proper criterion, it must record reasons which  
would be amenable to the appellate jurisdiction 
of the Tribunal under Section 15T. Recording of 
reasons would ensure that the exercise is not based 
on a subjective assessment but is based on an 
objective analysis.

In Chapter V, the regulations have provided for 
shareholder directors, public interest directors and 
the managing director. The need to have public 
interest directors is to ensure independence and 
objectivity in the functioning of the governing board 
of a recognised stock exchange. The ratio between 
shareholder directors and public interest directors, 
is again designed to ensure a sense of balance in 
the governing board. The Jalan Committee while 
being of the view that a trading member should 
not be on the governing board, recommended 
that an Advisory Committee can be constituted by 
the governing board which would comprise of its 
trading members. The Advisory Committee would 
advise the governing board on non regulatory and 
operational matters including product, design, 
charges and levies.

The SECC Regulations are not ultra vires SCRA. 
They do not supplant the SCRA or travel beyond the 
bounds which are set by the statute or rules made 
thereunder. There is no merit in the contention 
that the regulations muzzle the fundamental right 
guaranteed under Article 19(1)(c) or infringe the 
right to carry on trade or business under Article 19 
(1)(g). There is no merit in the petition. No other 
challenge has been pressed. 


