INVESTMENT AGREEMENTS IN INDIA:
IS THERE AN “OPTION”?
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Put and call options are ubiquitous in modern investment agreements,
such as those involving joint ventures as well as private equity and venture
capital investments. The enforceability of put and call options in Indian
companies has been the subject matter of debate due to the existence of
stringent securities legislation that has been supported by strict judicial interpretation. Moreover, pronouncements by India’s securities regulator, the
Securities and Exchange Board of India, have expressly disallowed options
in securities of Indian companies (except private companies).
This paper embarks on the modest task of mapping out the legal landscape
that presently shapes the enforceability of put and call options in Indian
companies. It seeks to review applicable legislation and analyze key judicial pronouncements that hold sway over the field. It finds that the current
legal regime governing put and call options in investment agreements is
fragmented and hazy and unnecessarily restricts the ability of investors
in Indian companies to enter into such arrangements to protect their own
interests. It calls for a reconsideration of the legal regime so that physically
settled options that are customary in investment agreements may be treated
as valid and legally enforceable.

I. INTRODUCTION
The year 2011 was celebrated as the 20th anniversary of reforms
initiated by the Indian government that propelled the country towards a process of continued economic liberalization.1 The opening of the economy has
resulted in sustained growth rates through increased investment from both
domestic and foreign sources.2 The new economic policies have been extensively supported by legislative and regulatory reform, as the last two decades
have witnessed frantic law-making that has eased the process of carrying on
business and commerce in the country. This demonstrates that a constantly
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evolving legal regime will provide a conducive framework for sustained economic development.3
Despite witnessing giant strides in enhancing the legal regime in
India to suit modern business practices, there have arguably been shortcomings
on certain counts. In some areas, business and commercial activities have been
governed by archaic legislations devised to deal with problems of a different
era. In such areas, legislative reforms have been inadequate, implementation of
the law by the regulators has been clinical, and judicial action has been constrained by the tendency to adhere to the textual compass of the legislation.
This phenomenon is best embodied in the legal regime governing “put and call
options” in securities of Indian companies, which is the subject-matter of this
paper.
Put and call options are ubiquitous in modern investment agreements, such as those involving joint ventures as well as private equity and venture capital investments. To begin with, an “option” is the right or entitlement,
but not obligation, of a person to buy or sell an asset (which for our purposes
comprises shares in a company).4 Such options are created by contract and essentially represent contractual obligations of transacting parties. A “put option”
is the right (but not obligation) of a holder of shares in a company to sell those
shares to another person at a pre-determined price (being the “strike price”).5
When the option is exercised by such shareholder, the other person (being the
buyer) will be obligated to purchase the shares at the strike price.6 The converse
of a put option is a “call option”, which grants the right (but not the obligation)
to a person to acquire shares in a company from an existing shareholder at a
strike price. When an option is exercised by the holder thereof, the shareholder
(being the seller) will be obligated to sell the shares to the option holder at the
strike price.7 The logical conclusion of the exercise of either a put option or a
3
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See John Armour & Priya Lele, Law, Finance, and Politics: The Case of India, April 1, 2008,
available at http://ssrn.com/abstract=11166808 (Last visited on December 16, 2011(discussing
the role of legal origins and politics in the development of financial markets).
Norman Menachem Feder, Deconstructing Over-The-Counter Derivatives, 2002 Colum. Bus.
L. R ev. 677, 692 (2002).
Philip Wood, Law and Practice of International Finance (University Edition) 431.
In economic terms, the option holder will exercise a put option only if the price available for
the shares in the market (or from a third party buyer generally) is lower than the strike price.
In such a situation, the option is said to be “in the money”. If the market price is higher than
the strike price, then it makes eminent sense for the shareholder to forego exercising the option
and to sell the shares in the market for a more beneficial price. In such case, the option is “out
of the money”. Wood, supra note 5, 431-32.
In the case of a call option, the economic incentives work in manner that is the converse of a
put option. A holder of a call option will only exercise it if the price for the shares available
from the market or a third-party seller is more than the strike price. In such a case, the option
is said to be “in the money”, as it is in the interest of the option holder to exercise the option
at the strike price and then sell the same shares to a third party at the higher market price,
thereby making the entire transaction profitable to the option holder. If, however, the market
price is lower than the strike price, the option holder is better off allowing the option to lapse
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call option would be the transfer of the relevant shares from the seller to the
buyer at the strike price.8
Options (both put and call) are treated as a form of “derivatives”,
as they derive their value from the underlying shares.9 Derivatives generally,
and options in particular, are distinguished based on the manner in which they
are traded. While “over-the-counter” derivatives are entered into or traded directly between the parties (as principals), “exchange traded” derivatives are
transacted through the mechanism of a stock exchange that acts as an intermediary providing trading facilities.10
That leads one to an examination of the utility of physically settled put and call options in contemporary corporate transactions. Put options
in the context of investment agreements are essentially exit rights available to
private equity and venture capital investors in companies. Such investors invest
in portfolio companies (that are usually unlisted) with a view to profiting from
a subsequent floatation of the shares in the public markets thereby providing
ample liquidity and exit opportunities. Since listing of shares may not always
be feasible, however, private equity and venture capital investors seek fallback
exit options in their contracts with portfolio companies and their controlling
shareholders.11 The first is a put option on the company, which requires the
company to buy back the shares of the investor upon exercise of the option.12
Under Indian company law, however, a buyback of shares by the company is
subject to a number of limitations that reduce the attractiveness of such a put
option on the company.13 Therefore, investors tend to insist on the second pos-
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and thereby avoiding any loss. In such a scenario, the option is “out of the money”. See John D.
Finnerty & Kishlaya Pathak, A Review of Recent Derivatives Litigation, 16 Fordham J. Corp.
& Fin. L. 73, 79 (2011).
This is referred to as a “physical settlement” of the options. To be sure, there is also an alternative method in the form of “cash settlement”, which is essentially a contract for differences.
For instance, futures and options traded on Indian stock exchanges are cash settled. In such
a case, there is no intention on either party to transfer the shares, but to merely achieve the
same economic effect by payment of the difference in cash by simulating the real transaction.
See A lastair Hudson, The Law on Financial Derivatives 2-44 (2006). The discussion in this
article is confined to physically settled options. Cash settled options (especially when they are
traded outside the stock exchange) give rise to a different set of issues, including the possibility (or otherwise) that contracts involving such options may be treated as wagers. For a recent
discussion on this issue, see Rajshree Sugars and Chemicals Limited v. Axis Bank Limited,
(2008) 8 MLJ 261 (‘Rajshree Sugars’).
Rajshree Sugars, id., ¶ 7.
Id., ¶ 9.
For instance, it has been reported that many companies have refrained from proceeding with
initial public offerings in the year 2011 due to volatility in the capital markets. Sraddha Nair &
Khushboo Narayan, Regulators frown at put option mode of exit, The Mint, August 14, 2011.
See D. Gordon Smith, The Exit Structure of Venture Capital, 53 UCLA L. R ev. 315, 349
(2005).
The limitations include the maximum amount that a company can pay to repurchase shares,
and also the maximum percentage of shares that may be repurchased annually. Moreover,
the company is prohibited (for a period of six months from the buyback) from issuing any
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sibility, which is a put option on the controlling shareholders of the company,
where the limitations applicable to a buyback by the company do not operate. It
is with this type of put options that this paper is concerned.14
Call options, on the other hand, are more prominent in joint ventures or acquisition transactions. In case of joint ventures between foreign companies and domestic Indian partners, the foreign investors are limited in certain
cases to the maximum percentage of shares they can acquire in the Indian joint
venture company.15 It is customary for joint venture agreements to provide for
call options to the foreign investors, exercisable on their Indian partners, to
acquire further shares from them beyond the sectoral caps provided that there
is a change of law in the future to allow such enhanced foreign shareholding.16
Call options can also sometimes be found in acquisition transactions, where
an acquirer does not acquire all the shares of an existing shareholder (seller) in
an Indian company in a single transaction. It is possible that the acquirer may
retain a call option to acquire the remaining shares held by the seller at a future
date at a price to be determined in the manner stipulated in the relevant legal
agreement.17

14
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17

further securities of the type bought back. The Companies Act, 1956, §77A. See also Archana
Rajaram & Amrita Singh, Escape Legally, Asialaw (March 2009).
A variation of a plain-vanilla put option is a “tag-along” or “co-sale” right. In a typical arrangement involving a tag-along or co-sale right, the holder of the right is entitled to tag along
its shares when another shareholder is selling its shares in the company, such that the intending
buyer must buy the shares of the tag-along right holder and the other selling shareholder at the
same price and on the same terms and conditions. In other words, it is an “all-or-none” deal
for the buyer. Nuria Bermejo Gutierrez, Specific Investments, Opportunism and Corporate
Contracts: A Theory of Tag-Along and Drag-Along Clauses, 11 E.B.O.R. 423-458, 424-25
(2010). Although I do not propose to deal with “tag-along” or “co-sale” rights specifically in
this article, the issues pertaining to put options in shares would apply with equal force to the
enforceability of those rights as well.
This is a function of the foreign direct investment laws in India where shareholding caps apply to foreign investments in certain sectors. Examples of such caps are 26 percent in insurance and 74 percent in banking and telecom services. Department of Industrial Policy and
Promotion, Ministry of Commerce and Industry, Government of India, Consolidated FDI
Policy (Circular No. 2 of 2011) (September 30, 2011).
In addition, joint ventures (as well as private equity and venture capital contracts) also contain
a variant of the call option in the form of “drag-along” rights. In this arrangement, the holder
of the right who wishes to sell its shares in the company may require another shareholder to
sell its shareholding in the company as well at the same price and on the same terms and conditions. This arrangement is intended to enhance the saleability of shares held by the drag-along
right holder in the company. See Gutierrez, supra note 14, 425.
Such arrangements are found in disinvestment of shares by the government in public sector
undertakings. For example, the disinvestment by the government in BALCO included such
a call option in favour of the acquirer, although the enforceability of such call option has
been the subject matter of arbitration with the arbitral award holding that such an option is
unenforceable. V. Umakanth, Balco Arbitration Award: Section 111A of the Companies Act,
January 26, 2011, available at http://indiacorplaw.blogspot.com/2011/01/balco-arbitrationaward-section-111a-of.html (Last visited on December 16, 2011).
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Put and call options (and their variants in terms of tag-along and
drag-along rights respectively) are not merely customary in equity investment
transactions, but they also form the core of the contractual arrangements between the parties. Contracting parties in such circumstances take adequate
measures to ensure that the contractual documentation enumerates these
rights in the required detail so as to provide ample protection to the parties.18
Nevertheless, the legal enforceability of such options is determined by the domestic laws in the jurisdiction where the company is incorporated.19 Therefore,
put and call options on shares of Indian companies will be governed by applicable corporate and securities legislation in India.
While transfers of shares in a company are regulated primarily
by the Companies Act, 1956, specialized transactions such as put and call options are also governed by applicable securities regulation, being the Securities
Contracts (Regulation) Act, 1956 (‘the SCRA’) and various notifications issued
thereunder.20 The SCRA and notifications have been the subject matter of judicial interpretation for a number of years, with different High Courts in India
pronouncing on various aspects of the enforceability of put and call options
and forward contracts.21 Since no uniform legal principle was discernible from
18

19

20

21

Adrian Chopin, Of Tyres and Goldmines: Share Sale Penalty Clauses in Joint Venture
Agreements, 26 Comp. Law. 26-29 (2005).
Under principles of conflict of laws, matters regarding transfer of shares are governed by the
law of the jurisdiction where the company (whose shares are involved) is incorporated and
registered. See Atul M. Setalvad, Conflict of Laws 432 (2009).
This paper confines itself to a discussion of the securities legislation. The issues under the
Companies Act, 1956 essentially pertain to restrictions on transferability of shares. A put
option or call option contains an implicit understanding that the shares, which are the subject
matter of the option, will not be transferred except through exercise (or upon lapse) of the
option. Restrictions on transferability of shares depend on the nature and type of company involved. The issues surrounding transfer restrictions are numerous and deserve a more detailed
analysis that is incapable of being accomplished within the confines of this paper.
Moreover, foreign investors holding put options in securities of Indian companies are also
subject to the Foreign Exchange Management Act, 1999 and the regulations issued by the
Reserve Bank of India (‘RBI’) under that legislation, which impose restrictions on the ability
of foreign investors to enter into derivative contracts in securities. The RBI views the put option exercisable by a foreign investor (with its associated downside protection) as akin to an
external commercial borrowing (‘ECBs’), which is subject to several limitations. Moreover,
the Government of India issued a pronouncement on September 30, 2011 that all investments
in equity securities with in-built options or those supported by options sold by third parties
will be considered as ECBs. Within a month thereof, however, the Government reversed its
stance by deleting the relevant clause regarding options. For a brief discussion on the nature
of foreign exchange related issues, see Nair & Narayan, supra note 11; V. Umakanth, Revised
FDI Policy: Options Outlawed, October 2, 2011, available at http://indiacorplaw.blogspot.
com/2011/10/revised-fdi-policy-options-outlawed.html, (Last visited on December 16, 2011);
V. Umakanth, Reversal of FDI Policy on Options, October 31, 2011, available at http://indiacorplaw.blogspot.com/2011/10/reversal-of-fdi-policy-on-options.html (Last visited on
December 16, 2011). A discussion of the issues pertaining to the foreign investment policy is
also beyond the scope of this article.
Forward contracts are over-the-counter derivative contracts by which one party agrees to
deliver shares to another party on a predetermined date at a predetermined price. Rajshree
Sugar, supra note 8, ¶7. Unlike an option contract, a forward contract does not depend upon
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existing pronouncements, legal practitioners were not entirely optimistic about
the enforceability of put and call options in securities of Indian companies.
Despite any agnosticism, however, legal agreements involving equity investment transactions continued to carry detailed clauses on put and call options
because there was no unequivocal pronouncement that expressly disallowed
such arrangements either. The prevailing (albeit uneasy) status quo has been
shattered more recently by a string of pronouncements by India’s securities
regulator, the Securities and Exchange Board of India (‘SEBI’). In late 2010,
SEBI outlawed forward contracts in general even in public limited companies
that were not listed on any stock exchange.22 Subsequently, in 2011, in two cases
involving shares of listed companies, SEBI unequivocally ruled that put and
call options are invalid and unenforceable, and will not be given effect to by the
regulator.23 These instances have rekindled a spirited debate within the Indian
legal fraternity about the enforceability of put and call options in securities of
Indian companies.24
Given the renewed vigour with which the options debate has
emerged to the forefront, this paper embarks on the modest task of mapping
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the exercise of an option by one of the parties. It is a firm contract of sale to begin with, but
involves a mere postponement of the transfer to a future date. Apart from the lapse of time,
there is no other condition or contingency that segregates the execution of the contract from
its performance.
Securities and Exchange Board of India, Order Disposing of the Application Dated April 7,
2010 Filed by MCX Stock Exchange Limited, September 23, 2010, available at www.sebi.gov.
in/cmorder/MCXExchange.pdf (Last visited on June 30, 2011), ¶¶56-67 (‘the MCX Order’).
The first pertains to put and call options entered into by parties in connection with the public
takeover of Cairn India Limited. By way of a letter dated March 18, 2011, SEBI stated that
such put and call options were violative of the SCRA. Following this, the parties expressly
acknowledged that the options were not recognizable or enforceable. See Letter of Offer to
the Shareholders of Cairn India Limited, April 8, 2011, available at http://www.sebi.gov.in/
takeover/cairnlof.pdf (Last visited on June 30, 2011). The second instance involves an informal guidance provided by SEBI to Vulcan Engineers Limited whereby it clearly stated that
the put and call options in securities in that case are not valid under the SCRA, and in view of
the same SEBI refused to grant guidance sought by the company under the SEBI (Substantial
Acquisition of Shares and Takeovers) Regulations, 1997. See Securities and Exchange Board
of India, Letter addressed to Vulcan Engineers Limited, May 23, 2011, available at http://www.
sebi.gov.in/informalguide/Vulcan/sebilettervulcan.pdf (Last visited on June 30, 2011).
To obtain a flavour of the discourse that emanated soon after SEBI’s pronouncements, see Priya
Mehra & Jai S. Pathak, The Securities and Exchange Board of India Takes the View that Put/
Call Options and Rights of First Refusal are Unenforceable, June 3, 2011, available at http://
www.martindale.com/securities-law/article_Gibson-Dunn-Crutcher-LLP_1292564.htm
(Last visited on December 17, 2011); Ashwin Mathew, Put-Call Agreements: Muddy Waters,
available at http://thefirm.moneycontrol.com/news_details.php?autono=537308, April 20,
2011(Last visited on December 17, 2011); Sandeep Parekh, SEBI’s Mandate on Cairn-Vedanta
Deal: Shareholders’ Option Put Down, Economic Times (April 22, 2011) Sandeep Parekh, Put
and Call Options and Shareholders Agreements, April 20, 2011, available at http://spparekh.
blogspot.com/2011/04/put-and-call-options-and-shareholder.html (Last visited on December
17, 2011); Somasekhar Sundaresan, Sebi Tilts at the Windmills With Share Options, Business
Standard (June 20, 2011); V. Umakanth, SEBI Reasserts Views on Put and Call Options, June
21, 2011, available at http://indiacorplaw.blogspot.com/2011/06/sebi-reasserts-views-on-putand-call.html (Last visited on December 17, 2011).
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out the legal landscape that presently shapes the enforceability of put and call
options in Indian companies. It seeks to review applicable legislation and analyze key judicial pronouncements that hold sway over the field. It finds that the
current legal regime governing put and call options in investment agreements
is fragmented and hazy and unnecessarily restricts the ability of investors in
Indian companies to enter into such arrangements to protect their own interests. It calls for a reconsideration of the legal regime so that physically settled
options that are customary in investment agreements may be treated as valid
and legally enforceable.
Part II reviews the legislative intent behind the SCRA and other
relevant securities regulations that will provide the context for examining the
legal validity of put and call options. Part III focuses on the scope of the SCRA
and its restrictions on options in securities and the types of companies to which
they extend. Part IV considers the legal nature of options in securities and
contrasts it with forward contracts. Part V highlights several ambiguities and
inconsistencies involving ancillary issues that impinge upon the validity of options in securities and Part VI concludes.

II. EVOLUTION OF OPTIONS REGULATION
At the outset, it is necessary to embark on a brief historical sojourn to examine the manner in which securities regulation evolved to deal with
forward contracts and options in securities, as that has a significant bearing on
the interpretation of existing legislation. The initial phase of regulating forward
contracts and options in securities can be traced back to the Bombay Securities
Contracts Control Act, 1925 (‘the Bombay Act’), which was “enacted to regulate and control certain contracts for the purchase and sale of securities in the
City of Bombay and elsewhere in the Bombay Presidency”.25 That Act provided
for the recognition, establishment and operation of stock exchanges. More importantly, §6 provided that every contract for the purchase or sale of securities,
other than a ready delivery contract,26 was void unless it was made subject to
and in accordance with rules duly sanctioned. Furthermore, all such contracts
were void unless they were entered into between members or through members
of a recognised stock exchange.27
The immediate relevance of the Bombay Act is that it was the
precursor to the SCRA which currently occupies the field. The Bombay Act
was found to be inadequate in regulating securities transactions, and “huge
25

26

27

Bombay Act No. VIII of 1925. See also Dahiben Umedbhai Patel v. Norman James Hamilton,
[1985] 57 CompCas 700 (Bom.), ¶16 (‘Dahiben Umedbhai Patel’).
A “ready delivery contract” was defined as a “contract for the purchase or sale of securities for
performance of which no time is specified and which is to be performed immediately or within
a reasonable time”. Bombay Securities Contracts Control Act, 1925, §3(4).
Id., §6.
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losses suffered by the investing public during 1929 to 1938 brought forth public
criticism”.28 Efforts to reform the law in Bombay did not fructify.29 In the meanwhile, steps were taken to initiate securities legislation at the national level. A
draft bill for regulating stock exchange was considered by an expert committee
under the chairmanship of Mr. A.D. Gorwalla.30 The committee was primarily established to deal with the problem of regulating stock exchanges, with a
view to protecting the interests of the investing public. Relevant portions of the
Gorwalla committee report, oft-quoted by the courts, are set out below:
2. The problem which Government have asked us to examine
is the manner of regulation of stock exchanges. This must
be taken to imply that from the point of view of the public
interest, Government considers, firstly, that stock exchanges
do fulfil a legitimate and useful function in their own sphere
and, secondly, that the function needs to be properly regulated. ...
A consideration of the functions of a stock exchange is perhaps the most suitable starting point for the formulation of
an approach to the problem of regulation. The legitimate
function of a stock exchange is to provide, consistently with
the larger public interest, a forum and a service which are so
organised, in the interests of both buyers and sellers, as to
ensure the smooth and continual marketing of shares. Buyers
or sellers of shares are of different kinds. There are those
who buy shares to invest or sell shares for ready cash. It is the
interests of these that must be kept constantly in mind, since
it is for them primarily that the stock exchange exists. There
are also th[o]se who buy in the hope to sell at a profit or sell
in the hope to buy at a profit. In popular language, they are
speculators as distinguished from genuine investors, though
the two groups of course are by no means mutually exclusive;
for, by way of example, a man who has bought to invest may
later persuade himself to sell to make a profit. Nevertheless,
the existence of a body of speculators is one of the main features of almost all the stock exchanges with which we are
concerned.31
28
29
30
31

Dahiben Umedbhai Patel, supra note 25, ¶16.
Id.
Id.
Norman J. Hamilton v. Umedbhai S. Patel, [1979] 49 CompCas 1 (Bom.), ¶26 (‘Norman J.
Hamilton’). The extracts from the Gorwalla Committee report have also been considered in
A.K. Menon v. Fairgrowth Financial Services, [1994] 81 CompCas 508 (Special Court) (‘A.K.
Menon’), 523-24; Mysore Food Products Ltd. v. The Custodian, (2005) 107 Bom LR 955, ¶7
(‘Mysore Food Products’).
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The concerns of the Gorwalla committee on appropriately regulating stock exchanges and imposing curbs on speculation in stock trading
are abundantly evident.32 These very principles manifested themselves in the
enactment of the SCRA because that legislation was based on the draft Bill
presented by the Gorwalla committee.33
The SCRA in its original form contained a provision that specifically made options in securities illegal.34 This was pursuant to one of the objectives of the SCRA which was to “prevent undesirable transactions in securities
... by prohibiting options”.35 In 1995, there was a significant amendment to the
SCRA that eliminated the illegality of options in securities.36 Not only was §20
that made options illegal omitted from the SCRA, but the broader intention to
prohibit options as contained in the Preamble was reversed.37 While it might be
entirely reasonable to believe that options are now therefore permissible under
law, certain other provisions of the SCRA dealing with contracts in securities
do not allow for such a straightforward approach.
§16 of the SCRA confers powers on the Central Government to
declare that no person shall enter into any “contract for the sale or purchase
of any security specified in the notification” in a specified area without the
permission of the Central Government. In exercise of this power, the Central
Government in 1969 issued a notification which provided that all contracts for
the sale and purchase of securities, other than spot delivery contracts or contracts settled through the stock exchange, were void.38 Spot delivery contracts,
crucially outside the purview of this notification, are those settled (by actual
delivery of securities and payment of price), either on the same day of the contract or the following day.39 Therefore, any contract entered into outside the
32
33

34

35
36
37
38

39

See also Norman J. Hamilton, supra note 31, ¶27.
Id. See also Lok Sabha Debates, Securities Contracts (Regulation) Bill, November 28, 1955,
available at http://www.sebi.gov.in/History/nov28.pdf (Last visited on November 23, 2011)
stating: “The present Bill now before the House is largely based on the recommendations of
the Gorwalla Committee and the draft prepared by it”.
SCRA, §20. An “option in securities” is defined to include both a put option and a call option.
SCRA, §2(d).
SCRA, Preamble.
Securities Laws (Amendment) Act, 1995 (that came into effect on January 25, 1995).
The words “by prohibiting options” were omitted from the Preamble to the SCRA.
SCRA, Central Government notification dated June 27, 1969 (‘the Central Government
notification’):
S.O. 2561. In exercise of the powers conferred by sub-section (1) of section 16 of the Securities
Contracts (Regulation) Act, 1956 (42 of 1956) the Central Government being of the opinion
that it is necessary to prevent undesirable speculation in securities in the whole of India,
hereby declares that no person in the territory to which the said Act extends, shall save with
the permission of the Central Government enter into any contract for the sale or purchase of
securities other than such spot delivery contract or contract for cash or hand delivery or special delivery in any securities as is permissible under the said Act and the rules, bye-laws and
regulations of a recognised stock exchange.
SCRA, §2(i).
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stock exchange mechanism (as an “over-the-counter” transaction), where either
the actual delivery of securities or payment of price or both was to be deferred
beyond a day of the contract would be void. This was in the nature of a restrictive provision, thereby impeding the ability of parties to enter into contracts for
future sales and purchases of securities, or to enter into options.
Subsequently, on March 1, 2000, the 1969 Notification of the
Central Government was repealed. On the very same day, however, SEBI (which
by then had acquired delegated powers from the Central Government under §16
of the SCRA) issued a notification on the same lines as the Central Government
notification.40 Therefore, except for a shift in the regulatory authority that regulates forward contracts and options in securities from the Central Government
to SEBI, the change was not substantive in nature.41 Contracts in securities
continue to be considered void unless they are spot delivery contracts or carried
out through the stock exchange mechanism.
In the meanwhile, the late 1990s witnessed an array of other developments that have an impact on the enforceability of options in securities.
With a view to enhancing liquidity in the stock markets, there was an effort to
introduce newer investment options. SEBI established a committee under the
chairmanship of Dr. L.C. Gupta to consider the possibility of introducing securities derivatives. That committee recommended a phased introduction of equity
derivatives in the markets, and stressed on the need for an enabling regulatory
framework.42 Specifically, the committee sought the expansion of the definition of “securities” under the SCRA to expressly include derivative contracts.43
It also called for amendments to the Central Government notification under
the SCRA “so as to enable trading in futures and options contracts”.44 While
the SCRA was expressly amended by way of Securities Laws (Amendment)
Act, 1999 to alter the definition of “securities” to include derivatives,45 no such
change was made to the Central Government notification (which was only to be
adopted in its original form by SEBI in 2000).46
During that round of amendments to the SCRA, another crucial
issue occupied the attention of the legislators. The Parliamentary Standing
40

41

42

43
44
45

46

Securities and Exchange Board of India, Notification No. S.O. 184(E) (March 1, 2000) (‘the
SEBI notification’).
This appears to be the only power granted to SEBI to regulate securities which are neither
listed nor intended to be listed. For a greater discussion about the policy and its merits, see
infra Part III.C.
Securities and Exchange Board of India, Report of the Committee on Derivatives (March
1998), available at http://www.sebi.gov.in/commreport/lcgupta.html (last visited on July 1,
2011).
Id., chapter 2.
Id.
Securities Laws (Amendment) Act, 1999 (with effect from January 22, 2000). A specific definition of “derivatives” is now included in the SCRA, §2(ac).
See supra note 40.
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Committee on Finance that was examining the amendments to the SCRA for
introduction of derivatives was confronted with the possibility that forward
contracts and future contracts47 in securities may amount to “wagers” thereby
making them void.48 This was particularly the case with cash settled derivatives, which were essentially “contracts for differences”.49 In order to obviate
any questions regarding the enforceability of such cash settled derivative contracts, §18A was introduced into the SCRA by way of abundant caution, to provide that “[n]otwithstanding anything contained in any other law for the time
being in force”, derivatives contracts will be treated as legal if they are traded
and settled through the stock exchange. The words quoted in the preceding
sentence were introduced in the provision so as to override §30 of the Contract
Act, 1872. The evidence from the legislative process suggests that §18A was
introduced under the SCRA primarily to provide a safe harbour for cash settled
derivatives (including options) from challenge on the ground of constituting a
wager.50 There is no express evidence of the need for such protection to derivatives (including options) which are physically settled as there was no risk that
they would be treated as wagers.51

47

48
49
50

51

For a brief enumeration of the distinction between forward contracts and futures contracts, see
Rajshree Sugars, supra note 8, ¶7.
“Agreements by way of wager are void ...” Contract Act, 1872, §30.
Report of the Parliamentary Standing Committee on Finance, March 10, 1999, ¶15.
Such apprehension is not limited to India. In the UK, § 412 of the Financial Services and
Markets Act 2000 specifies that contracts falling within that Act are not void or unenforceable
due to §18 of the Gaming Act.
In Rajshree Sugars, supra note 8, V. Ramasubramanian, J., extensively dealt with the interrelationship between derivatives and wagers. After analyzing the jurisprudence developed by
the English courts on wagers, he observed (at ¶71):
... three tests are to be satisfied if a contract is to be termed as a wager. The first test is that there
must be two persons holding opposite views touching a future uncertain event. The second
test is that one of those parties is to win and the other is to lose upon the determination of the
event. The third test is that both the parties have no actual interest in the occurrence or nonoccurrence of the event, but have an interest only on the stake.
The third test usually falls away in the case of physically settled derivatives because at least
one party has an actual interest in the underlying assets, which is then transferred to the other
party. Based on this analysis, the learned judge observed that courts treated transactions as
wagers only when they were contracts for differences, i.e. cash settled: “Sales and purchases
of stocks and shares are not wagering transactions unless there is an agreement between the
parties to them that they shall not be actually carried out but shall end only in the payment of
differences.” Id., ¶56.
Cash settled derivatives, in general, involve betting on the outcome of underlying price or
index. Carlill v. The Smoke Ball Company, [1892] 2 QB 484 described a wagering contract
as one wherein “two persons professing to hold opposite views touching the issue of a future,
uncertain event, mutually agree that dependent upon the determination of that event, one
shall win from the other… a sum of money”. It has been suggested that a derivatives contract
could frequently reflect such a situation. On the other hand, physical settlement is unlikely to
give rise to similar concerns. Here, the assumption that operates is that the receiving party
genuinely intended to take title in the physically deliverable assets. See A lastair Hudson,
supra note 8, 6-02; See also James, Law of Derivatives 24 (1999); City Index v. Leslie, [1992]
1 Q.B. 98, 112.
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It is within the realm of this set of legislative developments under
Indian securities laws that put and call options in modern investment agreements (such as joint ventures, private equity and venture capital investments)
are being considered. With this background, this paper proposes to deal with
the specific issues that affect the enforceability of such options.

III. APPLICABILITY OF SECURITIES
REGULATION
The restrictions under the SCRA and notifications issued thereunder are not intended to be applicable to all companies. Their applicability is
to be tested against the touchstone of the marketability of securities issued by
a company. The definition of “securities” in the SCRA assumes paramountcy.
The expression is inclusively defined to contain “shares, scrips, stocks, bonds,
debentures, debenture stock or other marketable securities of a like nature in
or of any incorporated company or other body corporate”.52 The key factor is
the marketability of the securities, which depends on the nature of the company
that has issued them.
Under the Companies Act, companies are demarcated into public
companies and private companies.53 Among public companies, the securities of
some are listed on stock exchanges, while others are not. Hence, public companies may be divided into public listed companies and public unlisted companies. There is one further wrinkle in the Companies Act, which is that private
companies that are subsidiaries of public companies are also treated as public
companies.54 Each of these types of companies can be placed along a spectrum
depending on the marketability of their securities, as set out in Figure 1.

Fig. 1: Types of Companies; Marketability of their Securities
In the context of the enforceability of put and call options, it would
be necessary to deal with each type of company, and to explore the specific issues that relate to the applicability of the SCRA and the SEBI notification to
such company. The paper will first deal with the issues pertaining to companies
at either end of the spectrum (i.e. public listed company and private company)
52

53
54

SCRA, §2(h)(i). The definition also includes derivatives and other instruments which are not
entirely relevant for the present analysis.
Companies Act, 1956, §3.
Id., §3(1)(iv)(c).
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as they are relatively straightforward. It will thereafter deal with the two remaining types of companies which present greater complexity.

A. PUBLIC LISTED COMPANIES
The applicability of the SCRA to public listed companies has not
been questioned, and understandably so. The primary purpose of listing securities is to provide marketability to create liquidity in the stock.55 Moreover,
the SCRA is essentially concerned with regulating stock exchanges, and trading of securities on those exchanges, and is hence directly applicable to listed
companies.

B. PRIVATE COMPANIES
Conversely, it is quite clear that the SCRA and the notifications
are inapplicable to private companies because their securities are not marketable in nature. By definition, transfers in securities of private companies are
restricted.56 Although this question was raised before the judiciary, the Bombay
High Court has quite convincingly ruled that the SCRA is not applicable to private companies.57 No material challenge has been mounted to this conclusion,
which continues to hold the field.

C. PUBLIC UNLISTED COMPANIES
The marketability of public unlisted companies’ securities occupies a somewhat hazy position. On the one hand, company law allows for free
transferability of securities of a public company.58 Except in specific circumstances that have been enumerated in the Companies Act,59 a company cannot
prevent registration of a transfer of shares. On the other hand, there is no public
market for an unlisted company in the sense that its securities are not available
for trading on the stock exchange. Although the question as to whether securities of a public unlisted company are “marketable in nature” for the purposes
of the SCRA is a difficult one, an overwhelming number of judicial pronouncements have held in the affirmative, thereby making the restrictions under the
SCRA and the SEBI notification applicable to forward contracts as well as put
55
56

57

58

59

Norman J. Hamilton, supra note 31, ¶20-22; Dahiben Umedbhai Patel, supra note 25, ¶23.
Company law specifies that the articles of a private company must restrict the right to transfer
its shares. Companies Act, 1956, §3(1)(iii)(a).
This position was expounded by Sujata V. Manohar, J. in Norman J. Hamilton, supra note
31. On appeal, the conclusion was accepted by a division bench in Dahiben Umedbhai Patel,
supra note 25, although the appellate court differed with the reasoning of the single judge on
the interpretation of the definition of “securities” under the SCRA.
Companies Act, 1956, §111A(2): “Subject to the provisions of this section, the shares or debentures and any interest therein of a company shall be freely transferable: ...” [emphasis
supplied].
See Companies Act, 1956, §111A(3).
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and call options in public unlisted companies. Since this position is not beyond
doubt, however, it merits greater discussion.
The initial line of cases that considered the marketability of securities was Norman J. Hamilton60 and its appellate decision in Dahiben Umedbhai
Patel61 where the Bombay High Court provided a detailed exposition of the law.
In these cases, the Court sought to examine the meaning of marketability, bearing in mind the objectives of the SCRA and the mischief it sought to address.
Emphasis was placed on the SCRA’s objectives to regulate stock exchanges
and to curb speculation.62 While the Bombay High Court was only dealing with
securities of a private company, which as we have seen is quite clearly without
marketability, the Court nevertheless supplied detailed reasoning as to why the
SCRA would be applicable to transactions in securities that are listed on a stock
exchange.63 Subsequent courts have, however, refused to accept the reasoning
in this line of cases, primarily because the issue at hand in these pertained to
private companies and not to public unlisted companies.64 In that sense, those
observations of the Bombay High Court can be considered as obiter dicta and
persuasive at best.65
Subsequent courts have adopted a lexicographic interpretation
of the expression “marketable”. That expression has been treated to be interchangeable with the expressions “transferable” or “saleable”.66 In A.K. Menon,67
the Special Court (dealing with offences from the 1992 stock scam) emphatically held that marketability “implies ease of selling and includes any security
which is capable of being sold in the market. This does not mean that it must
be sold in the market”.68 The Court was persuaded by the fact that shares of a
public company are freely transferable, thereby capable of being sold in the
60
61
62

63

64

65

66

67
68

Supra note 31.
Supra note 25.
For a more detailed discussion of the SCRA’s objectives, see supra text accompanying notes
30-33.
For example, in Norman J. Hamilton, supra note 31, it was observed (at ¶22): “If the definition of “security” is read along with the definition of “stock exchange”, it becomes clear that
the purpose of the Act is to control securities which are normally dealt with on the stock exchange, …”; in Dahiben Umedbhai Patel, supra note 25, the court held (at ¶19): “Thus, if stock
exchange is the market where securities are bought and sold and the transactions in securities
are intended to be controlled by regulating the business of dealing in these securities, the
provisions of the Regulation Act must be read in the light of these facts.”
This trend began in the early 1980s with the Calcutta High Court expressly rejecting the reasoning in Norman J. Hamilton as being inapplicable to a public unlisted company. See B.K.
Holdings (P.) Ltd. v. Prem Chand Jute Mills, [1983] 53 CompCas 367 (Cal) (‘B.K. Holdings’).
The only subsequent decision that adopts an approach similar to Norman J. Hamilton and
Dahiben Umedbhai Patel in the context of public listed companies to hold that the SCRA is
not applicable to such companies is Brooke Bond India Ltd. v. U.B. Ltd., [1994] 79 CompCas
346 (Bom).
See B.K. Holdings, supra note 64, ¶28, followed in East Indian Produce Ltd. v. Naresh Acharya
Bhaduri, [1988] 64 CompCas 259 (Cal).
Supra note 31.
Id., 529.
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market. Other factors that led to the Court’s ruling that the SCRA applies to
public unlisted companies are the inclusive definition of “securities” under the
SCRA that provides a wide scope to subsume a larger number of instruments
and the existence of certain provisions in the Act that purportedly apply even to
unlisted securities.69 This ruling has received ample support.70 Although A.K.
Menon was appealed to the Supreme Court in BOI Finance v. Custodian,71 the
Supreme Court did not specifically rule on the applicability of the SCRA to
public unlisted companies.72
Given the more recent judicial pronouncements, the prevailing
view is that the SCRA and the SEBI notification are applicable to public unlisted companies. This, however, creates anomalies as it impinges upon the
ability of parties to enter into contracts such as put and call options for genuine
commercial purposes even though the companies in which they invest have
decided not to avail of the facility of listing their securities on a stock exchange.
This legal position fails to take into account certain key factors.
First, it gives short shrift to the object and purpose of the SCRA.
As we have seen, one of the key objectives of the legislation (given the background in which it was enacted) was to curb speculation in securities trading.73
Speculation involves profiting from short term movements in market prices of
securities.74 For example, cash settled options, being contracts for differences,
may be said to involve speculation as they are to be benchmarked against the
market price of the securities involved.75 In essence, speculation presupposes
the existence of a market price; there can be no speculation in the absence of
such a market price. The existing jurisprudence does not take into account the
fact that in a public unlisted company, there is no process of discovering a market price in the absence of an actively traded and liquid market in the same. In
such a scenario, it would be hard to build a case against speculation, because
that simply does not exist.
Second, by making the SEBI notification applicable to all unlisted
companies, the current judicial trend has the effect of sanctifying an amplification of SEBI’s regulatory authority. The scheme of the Companies Act and the
SEBI Act clearly reflect a demarcation of supervisory authority in respect of
69
70
71
72

73
74

75

Id.
See Mysore Fruit Products, supra note 31; the MCX Order, supra note 22.
(1997) 10 SCC 488:[1997] 89 Comp. Cas. 74 (SC) (‘BOI Finance’).
Id., although the Supreme Court set aside the order of the Special Court in A.K. Menon, supra
note 31 on other grounds, and upheld a ban on the forward legal of contracts involving unlisted
companies.
See supra text accompanying notes 30-33.
For a greater discussion on the effects of speculation in the stock markets, see Thomas
Lee Hazen, Rational Investments, Speculation or Gambling?—Derivative Securities and
Financial Futures and Their Effect on the Underlying Capital Markets, 86 Nw. U. L. R ev. 987
(1992).
Id., 1006.
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two types of companies. The first type consists of listed companies as well as
public unlisted companies that intend to get their shares listed on a stock exchange. The second type consists of all other public unlisted companies as well
as private companies. While the supervisory responsibility over the first type
is vested with SEBI, such responsibility over the second type is vested with the
Central Government.76
Such a demarcation is also evident from SEBI’s own stance before
judicial fora. For instance, in Kalpana Bhandari v. Securities and Exchange
Board of India,77 SEBI submitted to the Court that as the company in that case
was not listed on any stock exchange and had no intention to get its securities
listed, SEBI would have no jurisdiction in the matter. It explicitly stated that
any grievance against such a company could only be redressed by the Central
Government, which was the appropriate regulatory authority for unlisted companies. The Court accepted these arguments, and held:
“SEBI does not have power in relation to the issue and transfer of securities and non-payment of dividend under the various provisions referred to in section 55-A for the companies
other than listed public companies and the public companies
which intend to get their securities listed on any recognised
stock exchange in India. Such power is vested in the Central
Government.”78
Even the existing regulatory framework for listed companies on
the one hand and unlisted companies (both public and private) on the other
hand contains a neat division of regulatory authority between SEBI and the
Central Government. While SEBI promulgates rules and regulations concerning listed companies, the Central Government does so with respect to unlisted
companies. Numerous examples underscore this division of responsibility.79
76

77
78

79

This is apparent from the regulatory structure prescribed in the Companies Act, §55A.
Moreover, the Preamble to the SEBI Act provides for the establishment of SEBI “to protect
the interests of investors in securities and promote the development of, and to regulate, the
securities market”. The reference to “securities markets” suggests tradability of shares and is
consistent with SEBI’s control over listed companies or those that intend to be listed.
[2005] 125 CompCas804 (Bom).
Id., ¶9. In another case, the issue concerned investor complaints arising from a rights issue
of an unlisted company. The Court had initially referred the complaints to SEBI, which in
turn forwarded them to the Central Government (Ministry of Corporate Affairs) since they
pertained to an unlisted company. Society for Consumer and Investor Protection v. Union of
India, cited in Securities and Exchange Board of India, In the Matter of Issuance of Optionally
Fully Convertible Debentures by Sahara India Real Estate Corporation Limited (now known
as Sahara Commodity Services Corporation Limited) and Sahara Housing Investment
Corporation Limited, available at http://www.sebi.gov.in/cmorder/SaharaIndiaRealEstate.pdf
(Last visited on November 24, 2011), ¶17.5.
(i) Issue and allotment of shares: SEBI (Issue of Capital and Disclosure Requirements)
Regulations, 2009 (for listed companies and public companies intending to be listed); Central
Government’s Unlisted Public Companies (Preferential Allotment) Rules, 2003 (for all other
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To summarize, while SEBI’s general role extends to listed companies and those intending to get listed, there is no logical reason why the SEBI
notification pertaining to forward contracts (and in turn options) must extend
to all public unlisted companies even when they have no intention whatsoever
to list on a stock exchange. The exceptional jurisdiction exercised by SEBI
over put and call options in all public unlisted companies runs contrary to the
regulatory framework envisaged in the Companies Act and the SEBI Act. No
judicial or regulatory pronouncement takes into consideration the seemingly
excessive nature of SEBI’s powers in regulating options in unlisted companies.
This ought to be given adequate attention, and the current position regarding
the applicability of the SCRA and the SEBI notification to all unlisted companies requires reconsideration.

D. PRIVATE COMPANIES, WHICH ARE SUBSIDIARIES
OF PUBLIC COMPANIES
Although securities of a private company are clearly not marketable, and therefore do not attract the provisions of the SCRA, the matter is
somewhat complicated in the case of a private company that is the subsidiary of
a public company. In such case, a plain reading of the legislative provisions indicates that such a subsidiary would be treated as a public company,80 whereby
in view of the discussion in sub-part C the provisions of the SCRA and the
SEBI notification are likely to be applicable to such a company.
On the other hand, a modified approach has been adopted by the
Company Law Board in Hillcrest Realty Sdn Bhd v. Hotel Queen Road Pvt.
Ltd.81 The Board held that the “basic characteristics of a private company in
terms of Section 3(iii) of the Act do not get altered just because it is a subsidiary
of a public company in view of the fiction in terms of Section 3(3)(iv)(c) of the
Act that it is a public company. [It may be] a public company in relation to other
provisions of the Act but not with reference to its basic characteristics.”82 On
this analysis, it found that a restriction on transfer of shares is one of the basic

80
81
82

unlisted companies); (ii) Sweat equity: SEBI (Issue of Sweat Equity) Regulations, 2002
(for listed companies); Central Government’s Unlisted Companies (Issue of Sweat Equity
Shares) Rules, 2003 (for unlisted companies); (iii) Buyback of securities: SEBI (Buyback of
Securities) Regulations, 1998 (for listed companies); Private Limited Company and Unlisted
Public Company (Buyback of Securities) Rules, 1999 (for unlisted companies); (iv) corporate
governance: Clause 49 of the listing agreement (for listed companies); no separate norms for
unlisted companies; (v) takeovers: SEBI (Substantial Acquisition of Shares and Takeovers)
Regulations, 1997 (for listed companies); none for unlisted companies.
Companies Act, 1956, §3(1)(iv)(c).
[2006] 71 SCL 41(CLB) (‘Hillcrest Realty’).
Id., ¶8.
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characteristics of a private company that cannot be taken away simply because
it becomes the subsidiary of a public company.83
Although the approach adopted in Hillcrest Realty would treat
such a subsidiary of public company as a private company at least in relation
to the transfer of securities, thereby making the provisions of the SCRA inapplicable to such a company, the position is far from settled.84 The Company
Law Board’s reasoning is not entirely convincing in the light of the plain wording of §3(3)(iv)(c) of the Companies Act. Moreover, the Board’s ruling is not
binding on any High Court or the Supreme Court, which could potentially express a contrary view.85 In these circumstances, there continues to be a risk that
shares of private companies that are subsidiaries of public companies may be
brought within the purview of the SCRA, thereby raising concerns regarding
the enforceability of forward contracts and options in securities of such companies. This limits the ability of investors to enter into protective provisions even
in companies that are incorporated as private companies, and it is not clear
whether this is consistent with the intention of the legislators in the light of the
mischief sought to be avoided through securities legislation such as the SCRA.
To conclude the discussion on the applicability of the SCRA, there
can be no doubt that the legislation (and the notifications issued under that) will
be applied to securities listed on the stock exchange. Equally, there can be no
doubt that they will not apply to securities of a private company. Although the
prevailing judicial trend is to make them applicable to public unlisted companies and perhaps private subsidiaries of public companies, this paper adopts the
position that such an approach is inconsistent with the object and purpose of
the SCRA and exceeds the legislative mandate, thereby affecting the freedom
of parties to structure their investments even in unlisted companies in which
general public investor interest is not at all at stake. Unless this is clarified, it
would strike at the root of even genuine transactions such as options, although
they are not speculative in nature.

83

84

85

This reasoning in Hillcrest Realty, supra note 81, can be rationalized by the fact that several
sections of the Companies Act do refer to “a private company which is a subsidiary of a public
company” thereby arguably conferring special status on those companies as far as certain
provisions of the Act are concerned. See Companies Act, 1956, §§77(2), 90, 111, 166, 170, 182
& 198.
It is noteworthy, however, that the Supreme Court had occasion previously to consider similar
issues arising under the Companies Act, §43A, which provision has been made inapplicable
after the Companies (Amendment) Act, 2000. See Needle Industries (India) Limited v. Needle
Industries (Newey), (1981) 3 SCC 333 : AIR 1981 SC 1298.
There is already some indication from the Bombay High Court, which has expressed the view
that there can only be two types of companies, namely public and private, and not any third
type. Jer Rutton Kavasmaneck v. Gharda Chemicals Limited, MANU/MH/0800/2011 (Bom),
¶114. This observation may, however, be considered obiter dicta as the issue was somewhat
ancillary. Moreover, the Court did not expressly consider the ruling in Hillcrest Realty, supra
note 81.
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After dealing with the types of companies covered within the
scope of the SCRA, the paper now considers its specific implications on put
and call options in securities.

IV. THE LEGAL NATURE OF OPTIONS IN
SECURITIES
The provisions of §16 of the SCRA and SEBI’s notification of
2000 regulate a “contract for the sale or purchase of securities”. The expression “contract” is defined as a “contract for or relating to the purchase or sale
of securities”.86 While the definition of a “contract” is wide in nature as it includes the words “relating to”, the provisions of §16 and the SEBI notification
are somewhat narrower as they pertain only contracts “for the purchase or sale
of securities”. The question that emerges from this discussion is whether options are contracts for the purchase or sale of securities, or whether they are
mere contingent contracts that become contracts for purchase or sale only when
the option is exercised.
This can be better understood by distinguishing forward contracts
from options. Forward contracts are firm arrangements for purchase and sale of
securities at a future date at a predetermined price. In such contracts, the seller
is bound to sell and the purchaser is bound to purchase, with the only condition
being the lapse of time.87 Neither party is entitled to make any decision whether
to perform the contract (or not), and hence a “contract for the purchase and sale
of securities” can be said to have come into existence at the time of execution of
the contract itself. On the other hand, an option is a different type of contract.
An option only provides an entitlement to purchase or sell securities. An option
holder may either exercise the option, or allow it to lapse, depending on the
circumstances. A firm contract for purchase and sale, which creates a legally
binding purchase and sale obligation, arises only when the option is exercised
in accordance with the terms of the contract. The obligation to purchase and
sell comes into existence upon the occurrence of a contingency, which is the
exercise of the option; an option can at best be a contingent contract.88 Hence,
in this case, a “contract for the purchase and sale of securities” can be said to
86
87
88

SCRA, §2(a).
See supra text accompanying note 21.
A “contingent contract” is defined in the Contract Act, 1872, §31 as “a contract to do or not
to do something, if some event, collateral to such contract, does or does not happen”. In this
context, an argument could be raised that an option contract does not fall within this definition
because the contingent event is not collateral to the contract but is based on the act of one of the
parties to the contract, namely the exercise of the option. It has been observed that in order to
constitute a contingent contract, the happening of the event must be beyond the control of the
parties. Balwant Singh v. Rajaram, AIR 1975 Raj 73. That line of argument, however, is not
relevant as that pertains to questions regarding the formation and enforcement of contingent
contracts as a matter of contract law, while the issue relevant for the purposes of this article is
whether such contracts fall within the proscription of §16 and the SEBI notification.
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come into existence only upon the exercise of the option, and not prior to that
when the option contract itself is entered into. So long as the transfer is completed (through actual delivery of securities and payment of price) either on
the day the option is exercised or the following day, it should qualify as a “spot
delivery contract”, and therefore permissible within §16 of the SCRA and the
SEBI notification. According to this analysis, a forward contract will fall within
the proscription of §16 of the SCRA and the SEBI notification, while an option
should stay outside their scope.89
The above analysis has been subject to judicial verification.90
In the early case of Jethalal C. Thakkar v. R.N. Kapur,91 the Bombay High
Court was concerned with a contingent contract for sale and purchase of securities, and was required to decide upon the validity of such a contract under
the provisions of the Bombay Act.92 In holding that a contingent contract did
not fall within the mischief of the Bombay Act, the Court reasoned as follows:
“3. ... It is clear on a plain reading of this contract that no obligation attached with regard to the purchase of these shares
on the part of the defendant until the contingency contemplated occurred after the lapse of 12 months. A clear distinction must be borne in mind between a case where there is a
present obligation under a contract and the performance is
postponed to a later date, and a case where there is no present obligation at all and the obligation arises by reason of
some condition being complied with or some contingency
occurring.
4. The contract before us falls into the second category. At
the date when the contract was entered into there was no present obligation with regard to the purchase and sale of the
shares. ...
...

89

90

91
92

Even at a basic textual level, there is a significant difference between a forward contract and
an option. A forward contract is outlawed under §16 and the SEBI notification as a “contract
for purchase and sale of securities”. An option is, however, defined in a different manner as
“contract for the purchase or sale of a right to buy or sell, securities in future …”. SCRA, §2(d)
[emphasis supplied]. In other words, while a forward contract the subject matter of sale and
purchase is the securities involved, in an option the subject matter is only the right to buy or
sell the securities. The nature of the right is dramatically altered depending upon whether the
transaction is a forward contract or an option.
For a discussion of the relevant case law on this point, see also Rajaram & Singh, supra note
13.
AIR 1956 Bom 74 (‘Jethalal C. Thakkar’).
Supra note 25.
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The obligation contingently undertaken by the defendant
to purchase the shares only ripened into a perfect obligation at the end of the year when the contingency took place.
Therefore, it is only at the end of the year that there was a
contract of purchase or sale, and when we look at the terms
of that contract at the end of the year it is clear that the contract was to be performed immediately or within a reasonable
time.
The contract would definitely have come within the mischief
of the Act if the parties had provided that after the contingency occurred the performance was to be postponed for a
particular time. But that the parties have not provided. ...”
Applying the Court’s analysis of a contingent contract, an option
would become a “contract for purchase and sale of securities” only when the
option is exercised.93 In addition, the Court also ruled that the contract in that
case fell within the purview of a “ready delivery contract”.94
Despite the convincing nature of the reasoning in Jethalal C.
Thakkar, it has not been accepted in a subsequent decision of the Bombay High
Court. In Niskalp Investments and Trading Co. Ltd. v. Hinduja TMT Ltd.,95 the
Court was deciding upon a contingent sale of shares in a company. The contingency in that case was the failure to list the company within a specified period
of time so as to provide the shareholders with liquidity in the stock. The Court
relied on an earlier case of Gill & Co. which was dismissed on a summons for
judgment holding that “an arrangement of buyback of the share under a contract is not permissible and such an arrangement is hit by the provisions of [the
SCRA] and thus void ab initio”.96 Reliance was also placed on BOI Finance97
where the Supreme Court of India ruled that in the case of “ready-forward
contracts” involving an initial sale of securities (ready leg) and a subsequent
repurchase of the same securities (forward leg), the ready leg was valid while
the forward leg fell afoul of the SCRA and the notifications thereunder. In that
sense, while the ruling in Niskalp Investments98 relies on Gill & Co and BOI
Finance in order to outlaw contingent contracts in securities, those decisions
relate to buyback arrangements and not necessarily contingent contracts such
93

94
95
96
97
98

In other circumstances too, courts have found contingent contracts to be unenforceable until
the contingency has occurred, thereby demonstrating the incompleteness or inchoateness of
such contracts. See Union of India v. Bharat Engineering, ILR 1977 Delhi 57; Srikanta Datta
Wadiyar v. Venkateswara Real Estate Enterprises (Pvt.) Ltd., [1990] 68 CompCas 216 (Kar).
See supra note 26.
[2008] 143 CompCas 204 (Bom) (‘Niskalp Investments’).
Id., ¶¶ 5, 8.
(1997) 10 SCC 488:[1997] 89 Comp. Cas. 74 (SC) (‘BOI Finance’).
Supra note 95.
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as options.99 Another reason why the court in Niskalp Investments rejected the
reasoning in Jethalal C. Thakkar was because the earlier decision was decided
under the Bombay Act while the later decision was under the SCRA. It was observed that there are differences in the definitions of “ready delivery contract”
under the Bombay Act and “spot delivery contract” under the SCRA.100 That
distinction, however, is arguably not material because the principal question
before both the courts was whether an option was a “contract for purchase or
sale of securities”, and to that extent the language used in the relevant provisions of the Bombay Act and the SCRA are similar.101
In view of the above discussion, the position in law as to whether
options are “contracts for purchase and sale of securities” and therefore restricted under the SCRA is far from settled. Although Niskalp Investments
has expressly responded in the affirmative, the contrary reasoning provided
in Jethalal C. Thakkar is equally, if not more, persuasive.102 Furthermore, the
possibility of additional arguments supporting the validity of options as incomplete or contingent contracts cannot be ruled out, although they have not yet
been raised before the courts in the context of options in securities.103

V. OTHER ALLIED ISSUES ON
ENFORCEABILITY OF OPTIONS
In this Part, the paper addresses some of the other issues that are
relevant in analyzing the enforceability of options in securities. Although these
99

100
101

102

103

Rajaram and Singh make this distinction compellingly:
On a plain reading of the BOI case, it is clear that it deals with transactions altogether different
from a put option exercisable by the option holder which entails the other party buying back or
purchasing shares from such option holder contingent on the occurrence or non-occurrence of
certain events at the option of the option holder. So in reaching its fatal decision in the Hinduja
case, the court has primarily relied on one case that had been dismissed and another that deals
with fixed buy-sell arrangements by banks.
Rajaram & Singh, supra note 13.
Niskalp Investments, supra note 95, ¶¶ 9-11.
The relevant provisions are the Bombay Act, §6 and the SCRA, §16. Moreover, the question of
whether the contracts were ready delivery contracts (under the Bombay Act) or spot delivery
contracts (under the SCRA) are relevant only as exceptions to take them outside the proscription of the law. If, however, options (or other contingent contracts) do not fall within the scope
of the law in the first place, the question of the examining the exceptions does not arise (or are
at least not material).
It is also important to note that Niskalp Investments essentially pertained to the maintainability of a summary suit under Order 37 Rule 2 of the Code of Civil Procedure, 1908, and
therefore the binding nature of its findings on questions of law is not beyond doubt.
For example, one line of argument notes that an option in securities in fact consists of two
separate contracts: one is an option contract, and another is the contract for sale and purchase
of securities. It is only the latter that is within the purview of the SCRA and not the former.
Bifurcation of transactions into two separate contracts has received judicial support in other
contexts. See Bank of India v. O.P. Swaranakar, (2003) 2 SCC 721 : AIR 2003 SC 858; Lalit
Mohan Taran v. Lal Mohan Deb, AIR 1985 Gau 35.
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issues have not received as much attention of the regulators or the judiciary as
those discussed earlier, they nevertheless throw some light on the question.104

A. DELETION OF SECTION 20
The current discourse does not provide much credence to the deletion of §20 of the SCRA that made options illegal. This suggests that although
the SCRA initially outlawed options, they were subsequently found to have
some value. The simultaneous recognition of “derivatives” as securities is consistent with the need to promote a wider form of securities (such as options) to
generate greater liquidity in the stock markets. Any interpretation that outlaws
all options per se under §16 and the SEBI notification will render the deletion
of §20 redundant.

B. OVER-THE-COUNTER OPTIONS
SEBI has sought to outlaw options on the ground that they contravene §18A of the SCRA, which provides that derivatives are valid only if they
are entered into on stock exchanges. The argument proceeds on the basis that
since options in customary investment agreements are exclusively entered into
between the parties (on an “over-the-counter” basis) without trading or settlement on the stock exchange, they violate §18A.105
This approach, however, is not consistent with the overall framework of the SCRA. At the outset, the legislative intention behind the inclusion
of §18A is clear: it was intended only to overcome the challenge that derivatives
(such as options in securities) may constitute wager.106 It has no impact on the
enforceability or otherwise of derivatives in general and options in particular.
Furthermore, the question of wager and therefore the relevance
of §18A do not arise in the case of physically settled options, the type that is
the subject matter of this paper.107 In such a physically settled option, one party
104

105

106

107

This paper merely proposes to highlight key issues and concerns, which may form the basis
for further in-depth research, rather than to deal with these issues comprehensively.
SEBI has expressly relied upon this ground in its informal guidance issued to Vulcan
Engineers Limited, supra note 23.
For a previous elaboration on this issue, see supra text accompanying notes 47-51. See also
M.S. Sahoo, Historical Perspective of Securities Laws, ICSI Pilot Papers, available at http://
www.icsi.edu/WebModules/Programmes/31NC/31CONV%20PILOTPAPERS.pdf (Last visited on November 23, 2011).
Somewhat similar issues have arisen under the Income Tax Act, 1961. §43(5) defines a “speculative transaction” as a “transaction in which a contract for the purchase or sale of any commodity, including stocks and shares, is periodically or ultimately settled otherwise than by the
actual delivery or transfer of the commodity or the scrips”. It is therefore clear that physically
settled transactions such as put and call options of the kind discussed herein do not amount
to speculative transactions to begin with. Proviso (d) to §43(5) inserted by the Finance Act,
2005 (with effect from April 1, 2006), however, makes an exception to eligible transactions in
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agrees to grant to the other party an option (put or call) over securities. It only
involves the creation of an option. §18A on the other hand deals with trading
in derivatives (which presumably includes options). At most, the relevance of
§18A can arise when an option holder seeks to sell the option (as opposed to
the underlying shares) to another party. In such a case, the subject matter of
the sale would be the option (namely the right to buy or sell shares) and not the
shares themselves. Since physically settled options in customary investment
contracts involve the creation of options, and not trading in options, there is no
bar against such contracts being entered into and implemented outside the stock
exchange. This fine jurisprudential distinction has not received the attention it
deserves.

C. SHARES IN DEMATERIALIZED FORM
In 1995, an amendment was effected to the definition of “spot delivery contract” under §2(i) of the SCRA by including within its scope a “transfer of securities by the depository from the account of a beneficial owner to the
account of another beneficial owner when such securities are dealt with by a
depository”.108 One aspect that is noteworthy is the absence of any time period
prescribed between the date of the contract and the date of actual completion
of the sale and purchase. In other words, the law treats contracts differently
depending upon the mode of transfer and delivery. If the shares are in physical
form, then the completion of the transfer must occur either on the same day as
the execution of the contract or the following day. If they are in dematerialized
form (being traded through a depository), however, there is no express limitation regarding the time that may lapse between the date of the contract and the
completion of the transfer. Here, it may be argued that every transfer of shares
through a dematerialized form, including an option or forward contract, will
qualify as a “spot delivery contract” and will therefore be outside the purview
of §16 of the SCRA and the SEBI notification.
The jurisprudence on this count is insufficiently developed.
There is no clarity as to the rationale for such bifurcation between shares
traded in physical form and in dematerialized form. If there is no prescription
of a time limit between the agreement and completion of transfer of shares in

108

respect of trading in derivatives referred to in §2(ac) of the SCRA if they are carried out in a
recognised stock exchange, whereby such transactions will not be deemed to be speculative.
The Bombay High Court had occasion to consider the scope and effect of these provisions
in The Commissioner of Income Tax v. Bharat R. Ruia (April 18, 2011), available at http://
itatonline.org/archives/index.php/cit-vs-bharat-r-ruia-bombay-high-court/ (Last visited on
November 22, 2011), but the court refused to be drawn into making a distinction between
physically settled derivatives and cash settled derivatives in the context of proviso (d). This is
arguably because the transactions before the Court in the specific case pertained to cash settled derivatives.
The amendment was effected by way of the Depositories Act, 1996.

October - December, 2011

ENFORCEABILITY OF OPTIONS IN INDIA

491

dematerialized form, there is no reason for stipulating such a time period in the
case of physical shares.109

D. THE “COLLABORATION AGREEMENT” EXCEPTION
Under the SCRA, the Central Government has the power to provide exceptions to certain types of contracts to which the Act will not apply.110
In exercise of this power, the Central Government has issued a notification in
1961111 which provides that the SCRA will not be applicable to contracts for
pre-emption or similar rights contained in promotion, collaboration agreements
or in the articles of association of limited companies. By virtue of this notification, options contained in joint venture or collaboration agreements would
fall outside the purview of the SCRA and would therefore not be impacted.
Although options are not specifically included, they are possibly similar to preemption and other rights customarily included in such collaboration agreement.
The effect of this notification has not been considered in the debate, whether regulatory or judicial. Considering that options of the nature being discussed in this article are essentially to provide protection to investors
under various investment agreements, it is reasonable to expect them to be
covered within the purview of the exception. There is insufficient guidance that
causes uncertainty regarding the availability of the exception for parties entering into options in joint venture and collaboration agreements.

E. DEFERMENT OF SALE AND PURCHASE MANDATED
BY LAW
The strict stance adopted by the regulators and the judiciary with
reference to the enforceability of options runs contrary to accepted structures
in acquisition transactions that are mandated by law. For example, where any
negotiated acquisition of shares triggers mandatory open offer requirements
under the SEBI (Substantial Acquisition of Shares and Takeovers) Regulations,
2011 (‘Takeover Regulations’), the negotiated transaction cannot generally be
completed through payment of consideration and delivery of shares until the
open offer has been successfully completed. Such a negotiated transaction is
incapable of being completed as a spot delivery contract by virtue of SEBI’s
own Takeover Regulations. This results in a curious situation where compliance by an acquirer with the Takeover Regulations would automatically result

109

110
111

One possible explanation for this distinction, however, could be that some time period must be
made available for dispatch and delivery of share certificates in physical form, while no such
requirement exists for transfers in dematerialized form.
SCRA, §28(2).
SCRA, Central Government Notification S.O. 1490 dated June 27, 1961.
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in violation of the SCRA and the SEBI notification thereunder, surely a result
that was not at all intended.112
Similarly, the acquisition of shares by foreign investors from
Indian shareholders requires prior Government approval in certain sectors in
accordance with the foreign investment policy.113 Even here, once parties enter
into a contract, they are required to approach the Government for approval before they can complete the sale and purchase of shares. In such circumstances,
it is impossible to implement the transaction as a “spot delivery contract”. In
yet another situation, certain transactions of the nature stipulated under the
Competition Act, 2002 and the Competition Commission of India (Procedure
in Regard to the Transaction of Business Relating to Combination) Regulations,
2011 require parties to notify the Competition Commission prior to completion
of the transaction. This too creates a time gap between the execution of the
contract and its completion where it is impossible to complete the transaction
as a “spot delivery contract”.
In the past, no regulatory or judicial authority has sought to invalidate a sale or purchase that requires prior regulatory approval or compliance by virtue of any other law. The prevailing interpretation of the scope of
the SCRA and the SEBI notification, however, provide sufficient room to the
regulators to adopt a strict construction questioning these transactions as well.
Surely, this will result in an incongruent situation, and must be avoided.
The discussion in this Part seeks to demonstrate the existence of
a number of miscellaneous issues and discrepancies that are bound to arise
through the prevailing strict interpretation of the law regarding options in
securities.

VI. CONCLUSION
Put and call options in securities of Indian companies are regulated by combination of legislative provisions (in the form of the SCRA) and
subsidiary legislation (in the form of the notifications issued by SEBI). The
relevant securities regulations have also been the subject matter of judicial
pronouncements. Although the legal regime continues to be somewhat hazy,
the current regulatory stance appears to outlaw options in securities of listed
companies as well as public unlisted companies. This results in an undesirable
position as it takes away the power of shareholders and investors in Indian
companies to enter into put and call options that are customary in investment
112

113

Somasekhar Sundaresan canvasses this point forcefully, also highlighting a number of
provisions in the Takeover Regulations that expressly recognize options and forward contracts, particularly in case of disinvestment by the Government in public sector companies.
Sundaresan, supra note 24.
See Consolidated FDI Policy, supra note 15.
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contracts with the sole intent of protecting their position as investors and without any speculative intent whatsoever. Such a position does not appear to have
been intended by policy makers in India and has arisen as a result of fragmented examination of several parts of the legislation that does not take into account the legislative intent. The lack of clarity on put and call options is bound
to seriously impact genuine commercial transactions and negatively affect the
flow of investment into Indian companies.
Given the nature of legal issues that require reconciliation and
concerted examination, as highlighted in this paper, this is an opportune time
for a wholesale reconsideration of the enforceability of put and call options
in Indian companies when they are part of an investment agreement. Since
SEBI possesses delegated powers under the SCRA, it may seek a review of its
notification issued in 2000 that outlaws forward contracts (and seemingly options in securities) so that put and call options genuinely entered by investors
in Indian companies for non-speculative purposes are outside the purview of
the proscription under that notification. While this may address the immediate
concern, the entire concept requires a more detailed re-examination in the light
of the various other issues discussed in this paper, including the applicability
(or otherwise) of the SCRA to public unlisted companies. Unless necessary
steps are taken in a timely manner, the ambivalent legal regime will continue to
place hurdles on capital raising activities of Indian companies.
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