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These appeal s, under Section 10 of the Special Court
(Trial) of Ofences relating to Transactions in Securities)
Act, 1992 (hereinafter referred to as ' The Special ' Court
Act’) arise fromthe judgnent of the Special Court at Bombay
whi ch deci ded common questions of law relating certain
transactions of purchase of securities by the appellant
banks from sone of the brokers of whomthe Special Court’s
Act, 1992 had been nade applicabl e.

The appellant banks had prior to 6th June, 1992,
entered into contracts wth different brokers for the
purchase and sale of <certain securities which were  not
listed on any stock exchange. For the purpose of this case
these contracts have been regarded as ready-f or war d
transactions or buy-back transactions. The parties are
agreed, and it is on this basis that the H gh Court also
proceeded. That the nature of such a transactionis that it
consists of two inter-connected |egs, namely, the first or
the ready leg, consisting of purchase or sale  of certain
securities at a specified price, and the second or froward
| eg, consisting of the sale or purchase of the  sane of
simlar securities at a letter date at a price deternined on
the first date. Such ready-forward transactions have, in
nost cases, been entered into either by execution of a
single docunent or by execution of t wo docunent s
cont enpor aneously, one representing the first or ready |eg
and the other the forward or second | eg. On such contacts
being entered into the ready leg of the transactions were
conpleted with the appellants paying the agreed price and
receiving the delivery of the securities which were agreed
to the purchased.

Before the forward leg of the transactions could be
conpleted, a Special court (Trial of O fences relating a
transactions in securities) Ordi nance 1992 was issued on
6. 6.1992 which was subsequently replaced by the Act.
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Speci al Courts Act. 1992

The necessity for issuance of the said Ordinance is
contained in the statement of objects and reasons which
reads as follows :

"“In t he cour se of t he
i nvestigations by the Reserve Bank
of I ndi a, | ar ge scal e

irregularities and mal practi ces
were noticed in transactions in
both the CGovernment  and ot her
securities, indulged in the some
brokers in collusion wth the
enpl oyees of various banks and
Financial institutions. The said
irregularities and mal practices | ed
to the diversion of funds from
banks and financial institutions to
the individual accounts of certain
br okers.
2. To deal - with the situation and
in particular to ensure the speedy
recovery of t he huge anmount
i nvolved to punish the guilty and
restore confidence in and maintain
the basic integrity and credibility
of t he banks and financi al
institutions | the Speci al Court
(Trial of O fences Relating to
Transacti ons in Securities)
Ordi nance. 1992 was pronul gated on
the 6th June 1992.. The O di nance
provi des for the establishnment of a
Special Court wth a sitting judge
of a High Court for speedy trial of
of fences relating t transactions in
securities and di sposal of
properties att ached. It al so
provi des for appointnent of one of
nore Custodians for attaching the
property of the offenders for
attaching the property of the
of fenders with a view to prevent
di versi on of such properties by the
of fenders."
W will refer to some of the provisions of the said Act
which are relevant for the purpose of this matter.
Section 2 contains definition. Th term"securities" is
defined in Section 2(c) and is as follows: -
"" securities includes-
(i) shares, scrips, stocks, bonds,
debentures, debenture stock, units
of the Unit Trust of India or any
ot her nmut ual fund or ot her
mar ket abl e securities of a |like
nature in or of any incorporated
conpany or other body corporate;
(ii) CGovernnent Securities: and
(iii) rights or interest in
securities."”
Section 3 of the said act relates
to appointnent and functions of
custodi an and reds as foll ow
"3(1) The Central Gover nent
may appoi nt one or nore Custodi ans
as it may deemfir for the purpose
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of this Act.

(2) The Custodian nay, on being
satisfied on information received
that any person has been involved

in any of f ence rel ating to
transaction in securities after the
Ist day of April, 1991 and on the

before the 6th June, 1992, notify

the nane of such person in the

Oficial CGazette.

(3) Notwi thstanding anyt hi ng

contained in the Code and any ot her

law for the tinme being in force, on

and form the date of notification

under sub-section (2), any

property, novable or -inmrovable, or

both bel ongi ng to any per son

notified under that sub-section

shal ' stand attached si nultaneously

with the issue of the notification.

(4) The —property attached under

sub-section (3) shall be dealt with

by the Custodian in such manner as

the Special Court may direct.

(5) The cust odian, nay t ake

assi stance of any person which

exercising his power s or for

di schargi ng hii's' duties under ~this

section and Section 4."

The Custodi an has been given power under Section 4 to
order the cancellation of any contract or agreenent entered
into between 1.4.1991 and 6.6.1992 which, _in his opinion
has been entered into fraudulently or to defeat the
provisions of the Act. On such cancellation being ordered,
the property stands attached under the Act.

Special Court is established -under Section 5 by the
Central Governnent issuing the notification to the effect.
Section 11 deals with the discharge of liabilities and reads
as follows:

"11(1) Not wi t hst andi ng anything

contained in the Code and any ot her

law for the tine being in force,

the Special Court my make such

order as it may deemfit directing

the order as it may deem fir

directing the Custodian for the

di sposal of the property under

attachment .

(2) The fol |l owi ng liabilities
shall be paid or discharged in
full, as far as my be, in the
order as under :-

(a) all revenues, taxes, cesses

and rates due from the persons
notified by the Custodian under
sub-section 92) of Section 3 to the
Central Governnent or any State
CGovernment or any | ocal authority;
(b) all amounts due from the
person so notified by the Custodi an
to any bank or financi a
institution or mutual fund:

(c) any other liability as may be
specified by the Special Court from
time to tinme."
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Section 13 provides that the provisions of the Act will
have an overri ding ef f ect not wi t hst andi ng anyt hi ng
i nconsistent therewith contained in any other |aw for the
time being in force or in any instrunment having effect by
virtue of any law, other than this Act, or in any decree or
order of any Court Tribunal or other authority.

As is evident from the above the intention of fram ng
the aforesaid Act was to protect the interest of the banks
and financial institutions fromirregularities and nal-
practices which had been comitted by some brokers in
collusion with enployees of various banks and financia
institutions. The inportant feature of the Act was the
attachment of the properties of the offenders with a view
toe prevent its diversion. The special Court is required to
pass orders directing the disposal of the properties under
Attachnment. Sub-section (2) of Section 11 provides for the
priorities in which the liabilities of the notified person
are to be discharged  fromout of the attached properties.
Considering that the act has been passed because of the
di version of funds fromthe banks and financial institutions
to individual —accounts of = certain brokers, the inplication
of Section 11(2)(3) clearly “is that after the discharge of
the liabilities wunder Section 11(2)(a), the amunts which
are paid to the banks would probably be those funds which
were diverted fromthe banks by reason of mal-practices in
the security transactions. In other words, the | osses cause
to the banks and the financial institutions were to be nmade
fromout of the assets of the notified persons.

At this stage, it will be relevant to see as to what is
the position of the Custodian

Section 4 of the Act gives the custodi anthe power to
cancel such contracts or agreenments which have been entered
into fraudulently. That apart, he is nerely a custodi an of
the properties of the notified persons which stand attached
under the Act and such properties are to be dealt with by
hi m such manner as the Special Court may direct.

The Act shows that the Custodian has three main
function to perform Firstly; he has the authority 'to notify
a person under Section 3(2) who has been involved in any
offence relating to transactions in securities during the
period 1.4.1991 to 6.6.1992. Secondly; he has been given the
authority by Section 4 to cancel contracts or agreenments
relating to the properties of the notified persons which, in
hi s opi nion, have been entered into fraudulently or for the
purpose of defeating the provisions of the Act. Lastly; he
isrequired to deal wth properties in the manner as
directed by the Special Court. To put it sinply the
Custodian is required to assist in the attachment of
notified person's property and to nmanage t he sane
thereafter. The properties of the notified persons, whether
attached or not, do not at any point of tinme, vest in him
He is nerely a Custodian and his position is not like that
of a Receiver under Civil Procedure Code (Section 94 O der
44) or an official receiver under Provincial |Insolvency Act
or official assignee under Presidency Insolvency Act. There
is no vesting of the attached properties of the notified
persons in the custodian. This is contract wth Section
28(2) of the Provincial |Insolvency Act and Section 17 of the
Presi dency Insolvency Act. There is vesting in the officia
receiver of official assignee. He is also not in a position

of a an official |iquidator under the Conpanies Act in whom
not only the property vests but who is also in contro
thereof. This being so there is considerable force i the

contention of the counsel for the appellants that, except
for the power exercisable under Section 4, the position of
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the Custodian the sane as that of the notified person
hi nmsel f.

Pursuant to the pronulgation of the Ordinance in 1992.
M. Justice Variava of the Bonmbay H gh Court has been
constituted as a Special Court at Bombay. this court has
been hearing several nmatters brought before it by the
Custodi an as well as other parties.

I NI TI ATI ON OF PROCEEDI NGS AND DECI SI ON
OF THE SPECI AL COURT

The custodian filed applications before the Specia
Court to the effect that the above nmentioned contracts
entered into between the banks and the notified person were
void. It was contended that such ready-forward transactions
were illegal wunder the provisions of the Banki ng Regul ation
act 1949 and the Securities Regulation Act 1956. It was
therefore, contended that as  the contracts were void those
securities which had been sold to the appellants in the
ready leg continued to be, in ‘law, the properties of the
notified persons on the date they were so notified and the
sanme stood attached under Section 3(3) of the Act. The
applications required the Special  Court to direct the
appel l ant banks to return the said securities. Simlar
applications were also filed, subsequently, by Sh. Harshad
Mehta, one of the notified parties, wth whom such
transactions had beenentered into by sone other appellant
banks.

Resisting the applications the “appellant banks had,
inter alia. contended that the transactions in question were
no illegal and did not contravene the provisions of Banking
Regul ation Act, 1949 and the circulars issued by the Reserve
Bank of India thereunder and not were they contrary to the
provisions of the Securities Contract Regulation Act, 1956
and the notification issued under Section 16 thereof. It was
further contended that in any case the contracts in question
were severable and the illegality, if any, was attached only
to the second leg and not to the first let. The transfer of
tile had taken place in favour (of the appellant banks and
the securities did not belong to the notified persons and as
such they could not be regarded as being attached under
Section 3 (3) of the Act. It was also subnmitted that,
assum ng that the entire contract was illegal -and void,
neither the Custodian nor the notified parties could ask for
the relief sought for as both the parties to the contract
were in pari delicto. 1t was also contended that in the
event the court was to order the return of the securities
when the notified parties should be directed to return the
consi deration received by them

The Special Court heard the applications (only on the
points of |law without going into the facts of any case. The
case proceeded on the assunption that the appellants had
entered into ready forward transactions it was accepted by
the parties before the Special Court that the ready-forward
transaction (or as sonetinmes described as a buy-back
transaction) had four ingredients; (i) there nust be a
present sale or purchase wth the coimmtnent to repurchase
or resale in further; (ii) the contract nust be between the
same parties; (iii) it must be between of sone kind of
securities and for the sane quantum of securities and; (iv)
the transaction must be entered into on the sane day or
cont empor aneously and the price of resale and repurchase
woul d be fixed at the state of first leg itself.

The Special Court by a comon judgment proceeded to
deci de the general questions of |aw which arose by regarding
the transacti ons in guestion to be ready-f orwar d
transactions. It took not of the concession on behalf of the
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counsel for the Custodian that if a transfer had already
taken place prior to the date of the notification then the
concerned property could not be properly regarded as
belonging to the notified persons and would not stand
attached. It allowed the applications of the respondents
hol ding that the circulars issued under the Banking Act were
bi nding and, since the transactions were contrary thereto,
the same were illegal and void in respect of the third
parties. It rejected the contention that the contract was
severable and that the first leg was not hit by the
illegality. It further cane to the conclusion that the

contracts were also illegal under the provisions of the
Securities Regulation Act, 1956 and the notification issued
under Section 16 thereof. It also canme to the conclusion
that the principles of~ "in pari delicto did not cone into
pl ay in present case as the Custodian was not maki ng any

claimin the applications but-was nerely bringing to the
attention of the court the fact that third parties were in
possessi on of ~ properties which stood attached under the
provi sions of Act of 1992. The fact that the Custodi an had
not exercised —any power _under Section 4 of the Specia
Courts Act, in respect of these transactions, was al so taken
not e of

Having come to the conclusion that the contracts were
void, the Court held ‘that the claim of the banks for

restitution will have to be dealt with-as an ordinary claim
against the property of a notified person at the stage of
di stribution under = Section 11. It accordingly directed the

banks to return the securities to be Custodian. while giving
this direction it further observed that if these securities
had been transferred by the banks to third parties then no
right could be created in their favour as the banks had no
right to transfer them and, therefore, the banks ' should
purchase the securities of the same value fromthe market
and deliver the sanme to the custodian

The appel | ant banks have chal 'enged, in these appeal s,
the correctness of the aforesaid decision of the Specia
Court. The contentions raised before the Special Court were
reiterated by the learned counsels for the appellant banks
while M. Jethmalani on behalf of - Harshad nehta supported
the decision of the Special Court. The Solicitor Ceneral
appearing on behalf of Reserve Bank of India addressed
argunents with regard to the effect of the circul ars i ssued
by the Reserve bank of India on the contracts in issue.

Having heard very lucid argunents ~of the |earned
counsels for the parties, we no propose to deal with these
contentions which are necessary for deciding these appeal s.
RE: ALLEGED VI OLATI ON OF THE Cl RCULARS

| SSUED BY THE RESERVED BANK OF | NDI A

Wth regard to the finding of the Special Court that
the transactions in question were illegal, as they were in
contravention of the circulars which were issued by the
Reserve Bank of India under the provision of The Act, it was
contended by M. Cooper, |earned counsel, that the circulars
i ssued were no nore than guidelines which were required to
be followed by the Bank and they were not nandatory in
nature. Elaborating this contention, M. Copper submtted
that the Banking conpanies Act contains provision which
enabl e the Reserve Bank of India issue directions which were
mandatory and also give advice to the banks. Qur attention
was drawn to Sections 21 and 35A of the said Act and it was
contended that the directions which are issued by the
Reserve Bank of India wunder these two provisions are
clearly mandatory. On the other hand, Section 36 (1)(a) &
(1)(b) gives power to the Reserve Bank of India to give
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advice of lend assistance and any action taken thereunder
cannot be regarded as nmandatory. It was subnmitted that the
| anguage of the circulars dated 14.4.1987 and 1.12.1987,
whi ch prohibit the banks fromentering into buying back
arrangenents, clearly shows that the said circulars were
only in the nature of advice and nmust be regarded as having
been i ssued under Section 36(1)(a) and (1)(b) of the Act.

At this juncture, it wll be appropriate to refer to
the said circulars dated 15.4.1987 and 1.12.1987. The
Crcular dated 15.4.1987 was narked "confidential" and was
issued to all scheduled commercial banks and dealt with the
guestion of buy-back arrangement in Governnent and other
approved securities entered into by comercial banks., The
rel evant portion of this circular reads thus:

"Buy- back arrangenent s in
gover nirent and ot her approved
Securities ent ered into by

comer ci al _banks,

Pl ease refer _to paragraph 10(a) of
Governor’s letter No.~ CPC. = BC.
84/ 279A- 87 dated 31st March, 1987.

2. It has been” observed that
banks often enter into by back
arrangenent s in respect of

Gover nirent and ot her approved
Securities anong thensel ves and
with their large public sector and
corporate clients. The banks are
advi sed respect. of their ~by-back
arrangenents w th banks and ot hers.
A Prohi bi ti on agai nst by- back

arrangenents in respect of
Cor por at e Securities and Bond
i ssued by Public Sect or

Undert aki ngs.

Bank should not enter into by-back
arrangenent in respect of ( their
hol di ngs of public sector bonds of
corporate shares and debentures.

B. By- back arrangenent s i-n
CGover nirent and ot her Appr oved
Securities with (non-bank) clients.
i) The buy back deals should be
exclusively confined to Governnent
and other Approved Securities and
the re-purchase date should be
fixed after a mninmmperiod of 30
days from the date of sale of the
securities in question.

ii) The purchase/sale pries under
the arrangenent shoul d be in
alignment with the proximte market
rates prevalent on the date of the
ori gi nal transacti on for the
rel evant Gover nnent and ot her
Approved Securities.

iii) No sales of Government and
ot her Approved Securities under the
arrangenent should be effected by
banks unless the sanme are actually
hel d by them on their own
i nvestnment portfolio either in the
formof actual scrips or in SG
account mai nt ai ned with Reserve
Bank.
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iv) Immediately on sal e, the

cor respondi ng anount shoul d

invariably be deducted from the

i nvest ment account of the bank and

its SLR assets for the entire

peri od (m ni mum 30 days) of hol ding

by the purchaser/counter-party.

V) Interest on the securities at

coupon rates would be paid by the

banks after reduction of tax on the

lines indicated in our circular No.

DBCD. BP. PC 88/ C. 469 (81-B)-86 dated

14 August. 1986.

4, A copy of this circular my

pl ease be placed before the Board

of Directors for their information

Under advice to us.

5. Pl ease acknow edge receipt."

(Enphasi s added)

The letter of Decenber 1. 1987 issued by the Reserve
Bank of India was al so addressed to all schedul ed conmerci a
banks and was as foll ow

"Buy-back arrangenents in units of

Unit Trust of /I ndira (UTI)

We have received inquires from

banks where they can enter into

buy- back arrangenment in units of

UTI  under 1964 Schenme. W - have

exam ned the mtter and have to

advi se that the —units are not

approved security for buy- back

arr angenent in terns of the

i nstructions cont ai ned [ out

circul ar DBQOD. No. DR BC.

42/ C. 347-87 date 15th April,

2. Pl ease acknow edge receipt."

(Enphasi s added)

Referring to the |anguage wused in the said circulars
dated 15.4.1987 and 1.12.1987. It was contended by M.
copper that the banks were mainly advised to follow the
guidelines contained in the said letters and that the
contents thereto were not binding on the banks.

Section 21 of the Banking Conpanies Act, ~and sub-
section (2) in particular, entitles the Reserve Bank of
India to give directions to the banking conmpanies wth
regard to the matters specified in the said section. Sub-
section (3) provides that every banking conpany shall be
bound to conply with any directions given to it under the
sai d Section. Section 35 A(i) also contains the power of the
Reserve Bank of India to give directions and the sane reads
as under:

"35A(1) where the Reserve Bank is satisfied that-

(a) in the [public interest] or [(aa) in the interest of
banki ng policy; or]

(b) to prevent the affairs of any banking conpany being
conducted in a manner detrinmental to the interests of the
depositors of in a manner prejudicial to the interests of
t he banki ng company : or

(c) to secure the proper nanagenent

of any banki ng conpany generally;

It is necessary to issue directions

to banking conpanies generally or

to any banki ng conpany in

particular it my, from time to
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time, issue such directions as it

deens fit, and t he banki ng

conpani es or the banking conpany,

as the case may be, shall be bound

to conply with such directions.”

There can obviously be no doubt, as is evident fromthe
plain reading of the said provisions, the directions issued
under Sections 21 and 35A are binding on the banking
conpani es. Section 36 (1)(a) and (b), on which reliance is
pl aced, reads thus:

"(1) The Reserve Bank may -

(a) caution or prohibit banking

conpani es general ly ' or any banki ng

conpany in particul ar agai nst
entering into any particul ar
transacti on or class or

transactions ~and generally give

advice to any banki ng conpany;

(b) ~on request by the _conpanies

concerned and subj ect to t he

provisi ons of [section 44 Al assi st

as internediary or otherwise in

proposal for the amalgamation of

such banking conpanies.” (Enmphasis

added)

Referring to Section 36 (1)(a), we find that it
enpowers he Reserve Bank to "Caution or - prohibit" the
banki ng conpanies ‘fromentering into any particular type of
transaction or generally to give advice to the said banking
conpani es. This provision not only enabl es the Reserve Bank
to assune an advisory role but it also gives it any power to
prohibit a banki ng conpany against  entering ‘into any
particul ar transaction/s or class of transaction. The use of
words "caution or prohibit" in Section 36(1)(a)  clearly
inmplies that when the Reserve Bank of India Prohibits the
Banki ng compani es from entering into any particul ar
transaction then the Reserve bank of India Prohibit the
banki ng conpani es from entering into any particul ar
transaction then such a direction which is issued would be
bi nding on the banks and has to be conplied with. Wile the
Reserve Bank of India has the power, under Section 36 (1)(a)
of the Act, to give advice or to caution the banking
conpani es which may not be binding on the banki ng conpani es,
but when the Reserve Bank prohibits the banking conpanies
against their entering into any particular transaction or
cl ass of transactions, the said prohibition has to be regard
as being binding. The power to prohibit, given by Section
36, will be meaningless if it was not mean to be binding on
t he baki ng conpani es.

It is no doubt true that the circular dated 15.4.1987
states that the banks are "advised" to follow the guidelines
gi ven thereunder, but paragraph 2A of the said GCircular
clearly contains the prohibition relating to the buy-back

arrangenents. Simlarly, under paragraph 28, which is
applicable in the present case, by use of the words "should
be" the circular clearly inplies that the direction

contai ned thereunder is neant to be binding. The word
"advi sed" used in paragraph 2 of the first circular cannot
be read in isolation. Reading the said circular, as a whole,
it can | eave no doubt in any one’'s mind that what was stated
in the said document was neant to be binding on the banking
conpani es and, was not nerely an ’'advice' or a 'caution
whi ch coul d be ignored.

It was then submitted that even if it is held that the
said circulars were binding they could only bind the banks
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and not the third parties. The submssion was that by
contravening the direction contained in the said circulars,
the contracts which were entered into between the banks and
the third parties could no be invalidated and the only
result of such contravention would be the levy of penalty
under Section 46 of the said Act.

It is not in dispute that the said circulars which have
been issued were not nade public. The said circulars were
confidential docunents and required the banking conpanies to
transact their businesses in a particular manner nanely they
shoul d not enter into any buy-back contracts which were not
according to the terns of the circulars. The Act itself does
not provide that, where the directions issued by the
confidential circulars are violated by the bank, the
contracts entered intowith the third parties would in any
way be invalidated. The said circulars also, did not say
that the consequence of the directions contained therein not
bei ng followed by the Banking Conpanies will result in such
transaction being regarded as void. |Indeed, no such
stipul ati'oncoul d be made which would adversely affect third
parties to _whomno direction have been or could be issued
and who were not aware of such directions issued to the
banks.

It will be appropriate at this stage, to consider the
decision of this Court in the cause of SETH BANARASI DAS
VS. THE CANE COW SSI ONER & ANOTHER, 1963 SCR (Supp.) 760.
In that case an agreenment was entered into between the
appel  ant and the cane nmarketing society for supply of sugar
cane. The appellant clained that there was short supply or
sugar cane and the society noved that Cane comm ssioner for
arbitration. These proceedings were sought to be chall enged
by the appellant by contending that the Cane Conmi ssi oner
and no right to assume the office arbitrator in this dispute
because no valid agreenment had been entered into between the
parties, as contenplated by Section 18(2) of the Utar
Pradesh Sugar Factories Control Act, 1938 and in the form
X'l as prescribed under the rules nade thereunder. It was
al so contended that there were sone bl anks which 'were |eft
to be filled in the prescribed formand it also did not have
the signature of any representative of the sugar mll. On
behal f of the appellant it was contended in this Court that
the Provision of Section 18(2) of Utter —Pradesh Sugar
Factories control Act were mandatory and had to be foll owed
to the letter. Inasnmuch as the Act and the Rul es prescribed
a penalty for breach of a the appellant nay be guilty and
could be punished but, it was submitted, the nandatory
provi sion not having been followed no valid contract could
cone into existence and, consequently, the Cane Comm ssi oner
had no jurisdiction proceed in the matter for appoi nt nent of
an arbitrator. Wile repelling the contention, this Court at
page 780 observed as foll ows:

"This rule has been applied in

many cases both in India and in

Engl and. In State of Uupbk W

Manbodhan Lal Srivast ava, this

Court observed that no general rule

can be laid down but the object of

the statute nust be |ooked at and

even if the provision the worded in

a mandatory form if its neglect

woul d wor k serious genera

i nconveni ence of i njustice to

persons who have no control over

those entrusted wth the duty and

at the sanme tinme would not pronote
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the mmin object of the Legislature,
it is to be treated only as
directory and the neglect of it
t hough puni shable woul d not affect
the wvalidity of the acts done.
These observati on have been
fol | owed in ot her cases and
recently in Bhikraj V. Union of
India, it was observed that where a
statute requires that a thing shal

be done in a particular manner or
formbut does not .itself set out
the consequences of non-conpliance
t he guestion whet her t he
prescription of law " shall be
treated as mandatory or - directory
could only be solved by regarding
the object, purpose and scope of
that law. If the statute is fund to
the directory a penalty nmay be
i ncurred for non-conpliance but the
act or thing done is regarded as
good. It is unnecessary to multiply
these cases which are based upon

the statenent / in Maxwell which is
guot ed over and over again."
It will also be useful to refer to the decision of the

H gh Court of Australia in the -case of Yango Pastora

Conpany Pvt. Limted and othersVs. First Chicago Australia
Limted and other 1978, 139 C LR 411 where mason, J. Made
observations in this regard. That was a case where Section 8
of the Banking Act, 1959 prohibited a body corporate from
carrying on the business of banking without a license. The
guestion arose whether a nortgage and guarantees given to a
unl i censed corporation in the course of carrying on business
were void or unenforceable. The H gh Court unani nously held
that nothing in the statute nade themvoid and that the

separate question of illegal performance shoul d be
det erm ned by examining the terms of the statute to
deternmine the inmpact of illegality on the enfoceability of

the contract. At page 428, it was observed as follows;
"The wei ghing of considerations of
public policy in the case dn the
decision in favour of enforcing the
contract is influenced by the from
of the particular legislation. In
this case the Act, as | have
mentioned, is to a large extent
directed to aiding the Governnent
in executing its fiscal policy
rat her t han regul ating t he
rel ati onship between banker and
customer per se, a feature which
| ends support for the view that the
provision of a large recurrent
penal ty for of f ences agai nst
Secti on 8 is Parliament’s
determ nation of the consequences
of breach of the section and as the
only legal consequences thereof.
There is nmuch to be said for the
view that once a statutory penalty
has been provided for an offence
the rule of the common law in
determ ning the |egal consequences
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of commission of the offence is
t her eby di m ni shed-see may j udgnent
in Jackson Vs. Harrison, (1978)
138 C.L.R 438, at P. 452. See
also the suggestions that t he
principle cannot apply to al
statutory offences (Beresford Vs.
Royal Insurance Co. Ltd. in the
Court of Appeal (1937) 2 K B. 197,
at p 22, per Lord Wight ; Mrles
V. Philip Trant & Sons Ltd. (1954)
1 QB 29, at p. 37, per Denning
L.J, and that it would be a curious
thing if the offender is to be
puni shed twice, civilly as well as
crimnally (st~ John Shi ppi ng
Corporation Vs. Joseph Rank Ltd.
(1957) 1 QB. 267, at p. 292, per
Devlin J.). The main considerations
fromwhich the principle ex turp
causa arose can be “seen - in 'the
reluctance of the courts to be
i nst rument al in of fering an
i nducement to ~crinme or renoving a
restraint to crinme: Beresford's
Case (1938) A C at pp. 586;
Ami cabl e Society Vs. Bolland (1830)
4 Bligh (N.S) 194 at P. 211
However, in t he pr esent case
Parliament has provided a penalty
which is a nmeasure of the deterrent
which it intends to operate in
respect of non- conpl i ance wi'th
Section 8. In this case it is not
for the court to hold that further
consequences shoul d 1 ow,
consequences which in financia
terms could well far exceed the
prescribed penalty and could even
conceivably lead the plaintiff. to
i nsolvency with resultant loss to
i nnocent landers or with resultant
| oss to i nnocent | enders or
investors. In saying this | am
m ndful that there could be a case
where the facts disclose that the
plaintiff st ands to gain by
enf or cenent of rights gai ned
through an illegal activity far
nore than the prescribed penalty.
This circunstance m ght provide an
suf ficient f oundati on for
attributing a different intention
to the legislature. It may be that
the true basis of the principle is
that the court will refuse to
enforce a transaction with a
fraudul ent or imoral purpose
Bereford Vs. Royal Insurance Co.
Ltd. (1937) 2 K B. 197 at p. 220.
On this basis the comon | aw
principle of ex turpi causa can be
gi ven and operation consistent with
, through subordinate to, the
statutory intention, dying relief
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in those cases where a plaintiff
nmay ot herw se evade t he rea
consequences of a breach of
statutory prohibition." (Enphasis

added)
The aforesadi principles will clearly be applicable in
the present case as well. The non-conpliance of the

directions issued by the Reserve Bank may result in
prosecution/or levy of penalty wunder section 46, but it
cannot result in invalidation of any contract by the bank
with the third party. If the contention of the Custodian is
accepted it will result in invalidation of agreenments by the
banks, even where the third parties may not be aware of the
direction which are being violated. To give an exanple if
the Reserve Bank by confidential circulars fixes the linit
in excess of which the banks cannot give any |one but,
wi thout informng the third party, the bank while exceedi ng
it’s limt gives a loan which is then utilised by the bank’s
custonmer. /It will be inequitable and inproper to hold hat as
the directions of the Reserve Bank had not been conplied
with by the bank, the grant of |oan cannot be regarded as
valid and, as a consequence  thereof, the customer nust
return the amount received even though he may have utilised
the same in his business. Yet another instance may be where
the bank advance loan~ by charging interest at a rate | ower
than the mnimumwhich nmay have been fixed by the Reserve
Bank, in a direction issued under Section 36 (1)(a). As far
as the customer is 'concerned, it ~nay not be aware of the
direction fixing themmnimm rate of interest. Can it be
said, in such a case, that the advance of loan.itself was
illegal or that the bank would be entitled to received that
hi gher rate of interest ? In our opinion it-will be wholly
unjust and inequitable to hold that such transactions
entered into by the bank with a custoner: which transactions
are otherwise not invalid, can be regarded as void because
the bank did not follow the directions or instructions
i ssued by the Reserve Bank of |ndia.

The instructions which were issued by ‘the said
circulars were neant to conplied with by a banking
conpanies only and did not purport. to, nor -could they, be
binding on the third parties. This being so, even if the
appel | ant banks had been prohibited fromentering into the
buy- back arrangement in question, that by itself, would not
i nval i date the contracts though the infringenent of the said
directions nmay lead to action being taken under Section 46
of the Act.

SUBM SSI ONS OF THE PARTI ES

On 27.6.1969 the Government issued a Notification under
Section 16(1) of the Securities Contracts (Regulations) Act,
1956 which is as follows :

"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 Governnent

bei ng of opi nion that it is

necessary to prevent undesirable

specul ation in securities in the

whole of India, hereby declares

that no person in the territory to

which the said Act extends, shal

have which the permission of the

Central Government enter into any

contract for the sale or purchase

of securities other than such sport
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delivery contract or contract for

cash or hand delivery or specia

delivery in any securities as is

perm ssi bl e under the side Act and

the rules, bye-laws and regul ati ons

of a recogni sed bl ock exchange:

Provided that contract other than a

spot delivery contract or contract

for cash or hand delivery or

special delivery in any securities

on the Cleared Securities List of a

recogni sed stock exchange may be

entered into between its nmenbers of

through or with any such nenber for

the purpose of ~closing out or

l'i quidation all ~existing contracts

entered into ~upto the date of this

notification and remaining to the

perfornmed after the said date, but

such contract shall be  subject to

recogni sed stock exchange that cone

into force when further new

dealings are prohibited in any

securities on the Cl eared

Securities List and subject also to

such terms and conditions if any as

the Central @ Government may form

time to time inmpose.”

As a result of ‘the aforesaid Notification, except for
sale of purchase of securities wunder a spot delivery
contract or contract for cash or hand delivery or specia
delivery all other contracts wer e prohibited. As a
consequence thereof entering into a forward transaction
becone il egal

Proceedi ng on the assunption that the aforesaid
notification applied to the securities in question even
though they were not listed on (the stock exchange, the
counsel for the appellants submitted that each  contract
between the parties. Nanmely, the notifies person and that
appel l ant was in two parts, According to this, the
securities were sold by the notified person to the appell ant
and market price in respect thereof, was paid. The contract
further stipulated that after a period of 14 days on a fixed
day, at a fixed price the transaction will be reversed i.e.
to say the appellant wll sell back the securities, which
had been purchased by it, to the notified person who woul d
pay the price which was agreed to between the parties.
Assuming the contract as notified date the securities had
al ready been sold by the notified person to the appell ant
when the sane were delivered to the bank agai nst paynent of
noney. The bank had, thus, become the owner- of the
securities and on the date the said brokers were notified
person and, therefore, the dame could not be attached.

On behal f of the Custodian it was submitted by M. A M
Setal vad that the said contracts were conposite -and
unseverable, the illegality attached to the forward el enent
of the contract rendering the contract wholly void. Wile
relying upon the Halsbury Law of England IVth Ed. Vol. 19
paragraph 430 it was contended by M. Setalvad that in such
a case there can be a no question of severing the illega
part from the legal part. The court, it was submtted, wll
not re-wite or re-arrange the contract. Furthernore. Even
if the part of the conpromi se could be struck off, the court
will not do this if to so would alter entirely the scope and
i ntention of the agreenents.
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It is not necessary to refer to other subm ssions which
where advanced by the counsel for the parties as, n out
opi nion the above stated subnmissions on behalf of the
appel l ants merit acceptance.

ARE THE READY- FORWARD TRANSACTI ONS SEVERABLE :

W will first deal wth the submssion that the
agreenments in question were severable and ht illegality
attached to the forward |eg cannot effect the ready |eg of
transacti on.

M. Chagla, appearing for ANZ Gindlays Bank while
assum ng that the ready-forward transaction was one
conposite transaction, submitted that the sane was severa
into two parts each of which had separate consideration and
a separate object. He subnmitted that provisions of Section
57 of the Contract Act were applicable to the present case
and the first set of promises or the ready leg would
constitute a binding contract while the second |leg, nanely ,
the forward | eg woul d be void. In support of this contention
reliance was placed on a decision of the Full Bench of the
Nagpur Hi'gh-Court in Asaramand Os. Vs. Ludheshwar and Os.
(AIR 1938  Nagpur 335). |In that” case a joint famly was
i ndebted to the defendants. It had proprietory share in |and
to which the provisions of the Central Provinces Tenancy Act
applied. According ‘to Section 49 of the said Tenancy Act
alienation of 'sir’ land, that is hone farm land in
cultivation, was ineffective unless the sanction of
appropriate official had first been obtained. Section 49 of
the said Tenancy Act postulated that if a proprietor |ost
his right to occupy ‘any portion of the sir land as a
proprietor he shall, as fromthe date of the |osss, becomne
an occupancy tenant of such 'sir’ land. In order to alienate
the interest inthe said land a device was adopted to
circunvent the provision of Section 49 of the said Act. On
14th April, 1923 two deeds were -executed by the father of
the appellants. By the first deed the proprietory right in
the said land was sold for a sum of about Rs. 7367/- the
appel | ants’ predecessor in interest relinquished their
occupancy rights in the "sir' | and. The appellants
chal l enged the validity of the aforesaid deeds executed by
their predecessors in interest and filed a suit for transfer
of the land in question, inter alia, on the ground that the
aid transactions were contrary to the provisions of Section
49 of the Tenancy Act and was, therefore, void. Taking note
of the fact that the Act did not prohibit the transfer of
the proprietory interest, because on such transfer the
proprietor becones and occupancy tenant of the 'sir’, the
Ful | Bench consi dered whether, in such a case, Section 24 of
the Contract Act become applicable. Wile dealing with the
case where the contract consisted of legal and illegal parts
M. Justice Vivian Bose at page 343 observed as under ;-

"Therefore if this transaction had

consi sted of a single consideration

for the two objects contenplated,

nanely, the sale of the proprietary

rights (as distinguished from the

occupancy rights) together with the

occupancy right (which we usually

sonewhat i naccurately cal |
cultivating rights in t hese
Provi nces), then the whole have

fallen to the ground wunder this
section unless the transferee had
been cont ent to accept t he
proprietary rights alone for the
entire consideration and forgo the
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occupancy rights. But since the
transaction consi sts of two
separate considerations for two
severabl e objects we are left with
a contract consisting of |egal and
illegal parts in which the |awfu

is separable fromthe unlawful. In
such a case it is always possible
to give effect to the lawful and
reject the unlawful; in fact the is
what the Courts are bound to do
unless the whole transaction is
prohi bited by statue or unless it
i nvol ves serious noral turpitude or
i s otherw se against public policy.
See S 57 and 58, Contract Act. This
rule was applied and in nmy opinion
rightly, to this very class of
cases in27 NL R 113 at p. 115 and
22N L R 136 at P. 141. As | have
said the ~whole transaction in this
case is not prohibited by statue;
on the contrary the part of it
relating to the transfer of the

proprietary rights is expressly
all oned. Therefore under this rule
si nce t he consi der ati ons are

separabl e that 'portion can, in _may

option, be enforced and it is only

surrender which is of no effect...”

Section 57 applies to cases where two sets of pronises
are distinct. Wen the void part of an agreenment can be
properly separated fromthe rest, the latter does not becone
invalid. The ready-forward transaction consists 'of two
parts. In the ready leg there “is a purchase or sale of
securities at a stated price which in executed on paynent of
consi deration for the spot delivery of the /security
certificates together wth transfer forns. The full and
absolute ownership of the title in securities vests 'in the
purchaser, the entire property in_ the security  passing
i medi ately upon such delivery and payment. The seller is
di vested of all the rights, title and interests in the said
securities. The forward leg is to be performed at a |ater
date on the stated price being paid. The securities are to
be delivered beck when the title in interest therein would
pass to the original seller. It is clear that such a ready-
forward transaction consi sts of a set of -reciproca
prom ses. The first set of prom ses were fully executed, but
the second set remmined executory. Section 57 of the
Contract Act would thus be attracted to the present case,
the effect of which would be that the first set of prom ses
woul d constitute a binding contract but the second or the
forward leg would be void and unforceable. Neither the
object nor the consideration of the ready leg is illegal,
unl awful or prohibited under section 23 of the Contract act.
the forward leg is neither the consideration nor the object
for entering into the ready leg. At best it nay be that the
forward leg provided the parties with the notive for
entering into the contract but that would not affect the
severability of the forward |eg. Wiich alone is declared
illegal under the Securities Control Regul ation Act.

M. Chagla also relied on the decision in SEC V.
Drysdal e Securities 785 F 2d 3 : FED SEC L Rep. p 92, 487 at
92, Col 2. The US Court of Appeal had an occasion to dea
with such a ready - forward contract In the case a broker
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entered into sale and re-purchase agreenents (nore Conmonly
known there as "Repos"). These agreenents were structured as
sal es of securities by broker subject to an agreenment to re-
purchase them fromthe other party, at a fixed price at a
| ater date. The broker also entered into reverse sale and
purchase agreement ("reverse repos”) whereby he purchased
government securities subject to an agreenent to re-sel

them to the other party at a fixed price at a |ater date.
The 'repos’ and 'reverse repos’ were thus description of the
sane transaction viewed from different sides. One of the
guesti ons which came up for consideration was whet her such a
transaction could be regarded as being a funding agreenent
or was it in the nature of a loan against collatera
security. It was held by the US court of Appeal that there
was a significant different between repos and standard

collaterised loans. 1t was observed that " in the latter
transaction . the |lender holds pledged collateral for
security and may not sell it in the absence of a default. In
contrast,  repo "lenders" take title to the securities

recei ved ‘and can trade, sell or pledge them The repo nerely
i mposes a contractual obligation to deliver identica
securities on the settlenment  date set by the repo contract
and then proceed to hold that the secured | ender in a repo
is free to deal the collateral”

In the present case also sone of the banks which had
purchased the securities had sold them There was, at no
point of tine, any stipulation between the parties that the
banks coul d not « trade in securities which have been
purchased by them The obligation to re-sell the securities
to the notified person, in the forward | eg of the agreenent,
could be fulfilled by the purchase by the appellants of the
securities from the market and then to sell themto the
notified persons, in order to conplete the forward leg. The
trading in the securities purchased by the banks 'in the
ready leg was not in conflict with any |aw. The appellants
were free to deal wth them This would show that with the
first or the forward | eg of the transaction being conpl eted
the banks had become the absolute owners of ‘the said
securities and they could deal with themin any manner in
which they liked. There was nothing in the terns of ready-
forward transaction which prohibited the banks, if they had
sold the securities, from purchasing the securities of the
sane value fromthe market an selling the sane to the broker
in order to conplete the second or the forward |l eg of the
transaction . This will itself show that the twolegs of the
transaction are severable.

It was contended by M. Setalvad that being a conposite
contract there can be no severance of the sanme. But. the
guestion of severance will arise only in the case of a
conposite agreenent consisting of reciprocal promises. It is
only in such a case that the court has to see whether the
contract is such that the illegal or void part ‘of the
transaction can be severed. This is clearly evident fromthe
decision in the case of Ram Sarup Vs. Missumat Bel a and ors.
(Vol. XI Indian Appeals 44). There the Privy Council dealt
with a case whether a person - Hearsey- had gifted certain
properly owned by him to his second wife, generally called
Vilayati Begum and her three children on the condition of
the wife obeying her husband and the children remaining
faithful to their religion. There were decrees obtained by
the predecessor in interest of the appellant against the
sai d Hearsey. |n execution thereof the transfer of the
af oresaid property by Hearsey was inter alia challenged by
suit being instituted by the decree holder challenging the
gift by Hearsey on the ground that the said transaction was
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invalidated by the immorality of the consideration . It the
transaction was invalidated then the property would have
continued to belong to Hearsey and woul d have been avail abl e
in order to satisfy the decree against him It was contended
before the Privy Council that by reason of Hearsey' s decent
and religion the case was to be governed by rules of English
law and that the Begumcould not be his lawful; that the
stipulation as to her continuing to act as his wife was
i moral ; though she was under Mhammedan | aw, which allowed
sexual relations forbidden to Christians; an that the gift
was so thoroughly vitiated as to | eave Hearsey, the grantor,
still the owner of the properly in such a sense that the
plaintiff could treat it as his right, title and interest
liable to be sold wunder an attachnment. Wil e uphol ding the
decision of the courts belowin treating the gift to the
Begum as resting on the valid and noral considerations, it
was observed by the Privy Council as follow -

" Their Lordshi ps are of opinion

t hat t he gift is in fact

unconditional, because, “as it was

conplete at the time when 'the

actual transfer took ~place the

parties could not _after wor ds

import a condition ; and the

petition nust be treated as

i nefficacious for that purpose. But

even if it were otherw se assumng

a condition, and an i mmor al

condition - it would be t he

condition that is-inmoral ~and not

the consideration;  and-then the

case would fall under the genera

rule of lawthat gift to which an

i mmor al condi tion is at tached
remains a good gift. While the
condi tion is void." (Enphasi s
added)

In the case of a ready-forward contract the stipulation
to re-transfer the securities, on a |ater date, can only be
regarded as condition precedent and it is only this part
condition which will fail.

It is not possible to accept the contention of M.
Setal vad that severing the agreenents into two parts would
amount to re-witing or re-arranging the contract. W are
here dealing w th a case where there was one agreenent. But
whi ch envisaged two sale transaction. Execution -of each
transaction envisaged the transfer of title in the
securities. The valid part (the ready leg) of the
transaction has been conpleted while the invalid part
(forward |l eg) has to be ignored.

What notification issued under Section 16 did was to
prohibit the entering into of a forward contract, i.e., sale
at a future date for a fixed price. It expressly pernitted
sale of securities by spot delivery which, in the present
case, is represented by the ready leg. It is only the
further sale or the re-sale of the securities at a later
date which the notification did not pernmit. This latter part
of the agreement could not have been entered into and is
clearly severable and cannot effect the transfer of the
title which had already taken place at the time of the
execution of the ready leg. This being so the securities
whi ch had been purchased by the appellants fromthe notified
persons coul d not be attached.

POSI TION I N LAW I F THE TRANSACTI ON
ARE NOT SEVERABLE
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Even if it be assuned that the agreenment were not
severabl e, and they were conposite agreenments even then the
ready | eg having been perforned, the positionin lawis that
the illegality of the agreenments cannot affect the transfer
whi ch had al ready taken pl ace.

Reference may first be made to the decision of the
Privy Council in Sajan Singh Vs. Sardara Ali (1960 A C.
167). In that case the regulations which had been franed
provided that no person could use or sell a notor vehicle
for the carriage of goods without a haulage pernmit. Six
not or vehicles were purchased by the appellant. The
respondent paid part of the consideration towards the cost
on the understandi ng that one of the vehicles, a dodge notor
lorry, would becone his property. The appellant executed a
document of sale stating that he had sold the notor lorry
jointly to the respondent and his friend, whose share the
respondent subsequently ~purchased. Although the lorry was
owned and  operated by the respondent for the carriage of
goods on his own account, the appellant registered the lorry
in his ‘own name and obtained a haulage permt which
aut horised its use by hinself and him enpl oyees. The policy
of the authority at the tinme was to restrict the issue of
permts to persons who had them before the war. The
respondent did not fall ~within that category, whereas the
appellant did and/'that is why the permit was in the nane of
appel lant but the lorry was paid for and operated by the
respondent. In 1955, the appellant renpoved  the lorry from
the to return it. A suit was filed by the
respondent/pl aintiff against the appellant/defendant for the
return of the lorry ~or_ its value. Wile upholding the
decision in favour of the respondent, the Privy Counci
observed as foll ows:

" Al'though the transaction between

the plaintiff and the defendant was

illegal, nevertheless it was fully

executed and carried out: and on

the account it was effective to

pass the property in the lorry to

the plaintiff. There are nany cases

whi ch show that when two person

agree together in a conspiracy to

effect a fraudulent or illega

pur pose-and one of them transfers

property to the other in pursuance

of the conspiracy-then, so soon as

the contract is executed and the

fraudulent or illegal purpose is
achi eved, the been transferred by
t he one to t he ot her
notwithstanding its illegal origin
see Scarfe V. Mdirgan per Parke B
The reason in because t he

transferor, having fully achieved
his unworthy end, cannot be all owed
to turn round and repudiate the
nmeans by which he did it-he cannot
throw over the transfer. And the
transferee, having obtained the
property, can assert his tile to it
against all the would, not because
he has any nmerit of his own, but
because there is no one who can
assert a better title toit. The
court does not confiscate the
property because of the illegality-
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it has no power to do so-so it

says, in the words of Lord El don

"Let the "estate lie where it

falls", see Mickleston V. Brown.

This principle was applied by the

court of Appeal recently Bowrakers

Ltd. V. Barnet Instruments Ltd. The

parties to the fraud are, of

course, liable to be punished for

the part they played in the illega

transaction, but nevertheless the

property passes to the transferee.”

In conclusion it was observed that if the | aw were not
to allowthe plaintiff to recover i this case, then it would
| eave the defendant in possession of both the lorry and the
noney he had received for it. This, it was observed, was not
the | aw.

It~ was submitted by M. Shanti Bhushan that even
though the contract may have been illegal, the transaction
of scale ' was independent of that and did not, in any way,
affect the transfer of title in the securities. |In support
of this submission, reliance was placed on the follow ng
observations in Al exander Vs. Rayson, (1936 [1] KB 169)
where at page 185 it was observed as follows:

"The distinction ~“between an action

brought to enforce and unlawfu

agreenment and one brought to assert

a right of property al r eady

acqui red under « such and agreenent

is further illustrated by Taylor V.

Chester (4). The defendant in that

case was the keeper of a brothe

and as such had supplied w ne and

supper to the plaintiff "for the

pur pose of being consuned there by

the plaintiff and divers

prostitutes in a debauch there, to

incite them to ritous, disorderly,

and i moral conduct." When the

debauch was over there followed in

due course the reckoning. Being

unable or unwilling to pay it at

once, the plaintiff deposited with

the defendant the half of a 501.

note as security. He subsequently

repented of this action, and

instituted proceedi ngs against the

def endant for the pur pose of

obtaining the return of the half

bank note. It was held that he was

not entitled to recover. The

property of the half note had

passed to the defendant, and in

spite of the illegality of the

agreenment under whi ch it has

passed, the defendant was entitled

to keep it. as was said by the KB

in Scarfe V. Mrgan (5) in a

passage quoted by Hannen J. in the

course of the argument : "if the
[illegal] contract is executed, and
a property ei t her speci al or
general has passed thereby, the
property must remain." The

plaintiff, on the other hand, could
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not maintain his action wthout
asserting and relying upon the
unl awf ul agreenent. He could not,
to use the language Court, recover
wi t hout showing the true character
of the deposit; and that being upon

an illegal consideration, to which
he hinself was a party, he was
precl uded from obtaining "t he

assistance of the law' to recover
it back." [Enphasis added]
It would followthat if pursuant to a agreenent to do

an illegal act a transaction, in part, takes place which
would otherwise be wvalid if there was no such prior
agreenent, than notwithstanding the illegality of the

contract the said conpleted transaction itself cannot be
regarded as invalid.

Tinsley V. “Mllingan ([1993] 3 All ER 65) was a case
where the parties, who were 1living together, jointly
purchased a~ house which was registered in the nanme of the
appel | ant -as the sole | egal owner. Both the parties accepted
that the house was jointly owned but it was registered in
sole name of Tinsley so as to enable MIllingan, wth a
know edge and assent of Tinsley, to nake false clainms to the
Department of Soci'al Security for, some benefits. The nopbney
so obtained fromthe Departnent was shared between them
Subsequently, the parties quarreled and Tinsley noved out of
the house which continued to be in occupation of MIIingan
Ti nsl ey brought an action clainng possession of the house
and asserting ownership of it. MT1lingan counter-claimed for
an order for sale and a declaration that the house was held
by Tinsley on trust for the parties in equal shares. Tinsley
contended, in regard to the counter claimthat applying the
comon |aw maxi mex turpi cause no oritur actio, MIlingan
was barred fromdenying Tinsley's ownership because the
purpose of the arrangenent, whereby the house had been
registered in the sole nane of Tinsley was, to facilitate
the fraud on the Departnent. ~of Social Security and
therefore, MIllingan's claimto joint ownership was tainted
by illegality. It was also contended that —applying the
equitable principle that he who came to equity had to cone
wi th clean hands, the court ought to | eave the estate to lie
where it fell since the property been conveyed into the nane
of one party for a fraudulent purpose which had then been
carried out and in those circunmstances the court ought not
to enforce a trust in favour of the other party. Tinsley's
claimwas dismssed by the trial judge, who upheld the
counter-claim of MI1lingan. The appeal filed by the
appel | ant was di sm ssed by the Court of Appeal. Lord Jauncey
in his speech, observed at page 82 that:

" At the outset it seenms to ne

to be important to distinguish

bet ween t he enf or cenent of

executory provisions arising under

and illegal contract or ot her

transaction and the enforcenent of

rights already acquired under the

conpl et ed provi si ons of such

contract or transacti on. Your

Lordships were referred to a very

consi derabl e nunber of authorities,

bot h anci ent and nodern, from which

certain propositions nay be

deri ved.

First: it is trite law that the
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court will not give its assistance
to the enforcenent of executory
provisions of an unlawful contract
whether the illegality is apparent
ex facie the document or whether
the illegality of purpose of what
woul d ot herw se be a I awf ul
contract emerges during the course
of the trial (see Holman V. Johnson
(1775) 1 99 LR Lord Mansfield CJ.,
Pearce V. Brooks (1866) LR 1 Exch
213 at 217-218 [1861-73] Allow ER
Rep 102 at 103 per Pollock CB
Al exander V. Rayson [1936] 1 KB 169
at 182 [1935] all Er Rep 185 at 191
and Bownknakers Ltd. V. Barnet
Instruments Ltd. [1944] 2 Al ER
579 at 582 [1945] KB 65 at 70).
Second: it is well established that
a party is not entitled to rely on
his —own fraud or _illegality  in
order to assist a-claimor rebut a
presunption. Thus when nopney or
property children for the purpose
of defrauding creditors and the
transferee resists his claim for
recovery he cannot be heard to rely
on his illegal purpose in order-to
r ebut t he presunpti on of
advancenent (see Gascoi gne V.
Gascoigne [1962] 1 KB 223 at 226.
Chettiar V. Chettiar [1962] 1 Al
ER 494 A 498, [1970] 1 Al ER 540
at 543, [1970] p 136 per Salnon
LG .

Third: it has, however, for ~some
years been recogni sed t hat a
conpl etely executed transfer of
property or of a interest. in
property made in pursuance of. an
unl awful agreement is valid and the
court will assist the transferee in
the protection of his interest
provided that he does not require
to found on the unlawful agreenent
(see Ayerst V. Jenkins [1936] 1 KB
169 at 134-185, [1935] Al ER Rep
185 at 191, Bowmrakers Ltd. V.
Barnet Instrunents Ltd. [1944] 2
Al ER 579, [1945] KB 65, Sajan
Singh V. Sardara Ali [1960] 1 A
ER 269 at 272-273, [1960] AC 167 at
176). To extent, at least, of his
third proposition of would appear
t hat there has been sone
nodi fication over the years of Lord
El don LC s principles".

By posing the question whether the
r espondent in cl ai m ng t he
exi stence of a resultant trust in
her favour was seeking to enforce
unper f or med provi si ons of an
unl awful transacti on or whether she
was sinply relying on a equitable
proprietory interest that she had
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al r eady acquired under such
transaction, Lord Jauncy at page 83
observed as foll ows: -

"I find this a very narrow question
but | have cone to the concl usion
that the transaction whereby the
clainmed resulting trust in favour
of the respondent was created was
the agreenment between the parties
that, although funds where to be
provi ded by bot h of them
nevertheless the title to the house
was to be in the sole name of the
appel l ant for the unlawful purpose
of defrauding the Departnent of
Soci al Security.” So long as that
agr eenment remai ned unper f or ned
neither party could have enforced
it against the other. However, as
soon_as agreenent was i npl enent ed
by the sale to the appellant alone

she becane trustee ~ fro the
respondent who can now rely on the
equi tabl e proprietary i nterest

whi ch has thereby been presuned to
have been created in her favour and

has no need to rely on the illega
transaction which | ed to its
creation."

Speaki ng for majority, Lord Browne
W ki nson first observed at page 85
as follows:

"Neither at lawnot in equity wll
the court enforce and i 'l ega
contract which has been partially,
but not fully, performed. However,

it does not follow that all acts
done under a partially perfornmed
contract are of no effect. . In
particular it is now clearly

established that at |aw (as opposed
toin equity) property in goods or
| and can pass under, or pursuant

to, such contract. It so, the
rights of the owner of the |ega
title thereby acquired wll be
enf or ced, provi ded t hat t he
plaintiff can establish such title
wi t hout pl eadi ng or | eadi ng
evidence of the illegality. It is

said that the to property was

acquired as a result of t he

property passing under the illega

contract itself." (Enphasis added)

Lord Browne W /1 Kkinson the considered the decisions in
the cases of Bownakers Ltd. V. Barnet Instrunents Ltd.
[1944] 2 Al ER 579, Feret V. Hill (1854) 15 CB 207 [1843-
60] All ER Rep 924. Taylor V. Chester (1869) LR 4 B 309
[1861-73] All ER REP 154, Al exander V. Rayson [1936] 1 KB
169 and observed at page 86 that

"From these authorities t he

foll owi ng propositions ener ge.

(1) Property in chattels and | and

ca pass under a contract which is

illegal and therefore would have
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been unenforceabl e as contract.
(2) Aplaintiff can at |aw enforce

property rights SO acquired
provi ded that he does not need rely
on the illegal <contract for any

purpose other than providing the
basis of his claim to property
right.

(3) It is irrelevant that the
illegality of t he under | yi ng
agreement was either pleaded or

enmer ged in evi dence: i f the
plaintiff has acquired legal title
under the illegal contract that is
enough. "

Even in the nminority judgnent of Lord Goff the passage
fromthe speech of ‘Lord Denning .in Sajan Singh case (supra),
quoted earlier, ~was noted wth approval and at page 72, it
was observed

"“Even so, the nere fact that a

transaction is illegal does —not
have the effect  of preventing
property, whet her gener al or

special, from ‘passing under it. In

Scarfe V. Morgan (1838) 4 M & W 270

at 281, 150 ER 1430 at 1434 Parke B

said that i f t he [illegal]

contract is executed, and property

ei ther speci al or general has

passed thereby, the property nust

remain...’ This principle has been

applied on nuner ous occasi ons.

Not abl e exanples are to be foundin

Taylor V. Chester (1869) LR 4 B

309. [1861-73] Al ER Rep 154,

Al exander V. Rayson [1936] KB 169,

[1935] AIl ER Rep 185 and/ Sajan

Singh V. Sardara Ali [1960] 1 Al

ER 269, [1960] AC 167."

It was subnitted by M. Setal vad that the principle of
| ow enunciated in the aforesaid decisions in England is
restricted in its application to cases where the illega
contract has been performed and does not apply to an illega
contract which has been perforned only in part. He contended
that inasmuch as the ready-forward contract had only been
performed in part, nanely, as securities had been
transferred under the first leg but the second | eg was stil
to be perforned, the principle laid down in the English
cases would have no application. This contention of M.
Set al vad cannot be accepted because the ratio of the said
decisions is applicable even whether an illegal contract is
partially performed as would be evident fromthe foll ow ng
observation of Lord Browne W1 ki nson: -

"Neither at law nor in equity wll

the Court enforce and illega

contract, which has been partially

but not fully perforned. However,

it does not follow that all acts

done under a partially performed

contract are of no effect. In

particular, it is now clearly

established that at | ow (as opposed

to equity) property, goods or |and

can pass under or pursuant to such

a contract. " (Enmphasis added)
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It was contended by the |l|earned counsel for the
respondent, and M. Jethnmalani in particular, that the

decisions of the courts in England should not be applied in
India, where the validity of the contract has to be judged
according to the statutory |law applicable in this country.
It was subnmitted that wunder the Indian Contract Act the
entire contract was void. The original contract could not be
legally entered into and the title in the securities did
not, in law, pass to the appellants.

Wiile there can be no dispute the transactions in
guestion have to be viewed in the context of the lawin this
country but the decisions of the court in England, based on
conmon | aw principles, have been applied and followed by the
courts in India. This will be evident fromthe fact that the
decision in Sajan Singh case, which was approved by the
House of Lords in MI1lingan case, has been followed by this
Court in Sm. Surasaibalinic Debi Vs. Phanindra Mhan
Maj undar (1965) -1 SCR 860.

In Surasai bal ini case the respondent (hereinafter
referred to as the plaintiff) was enployed at Calcutta in
the Court - of Ward and the service rules did not permt him
to start of carry on any trade or business or his own. It
was, therefore arranged wth one Rabinder Mhan Gupta
(hereinafter referred to as the defendant), that the
def endant shoul d be held be held out to be owner of the suit
property, which was a Boardi ng House, of which the plaintiff
was a true owner and the e plaintiff was put in its
possession as Mnager. The plaintiff had to leave Calcutta
on nedi cal advice and he put the defendant in possession on
the wunderstanding that when the plaintiff returns the
def endant woul d hand over the possession. Wen the plaintiff
returned to Calcutta and asked the defendant to hand over
possession, he refused to do so. Thereupon, the plaintiff
filed a suit in the Calcutta High Court for a declaration
that he was the sole proprietor of the Boardi ng House, and
also for the delivery of possession-of the sane.

The suit was decreed by the trial court, which decision
was upheld in appeal. Before this Court it was contended by
the defendant’s successor in interest, namnel y;, t he
appel l ant, that the suit shoul d have been dism ssed because
the plaintiff admitted in his evidence that he had escaped
payment of income tax by submitting a separated return for
the salary earned by himin service, and by showi ng that the
busi ness incone fromthe suit property belonged to the
def endant and, therefore, the court should not countenance
his claimand assist himin attai ning possession of the suit
property because that transaction had been entered into with
a view to circunmvent or defeat the provisions of the Income
Tax Act. The plaintiff, while denying that the transaction
was illegal, inthe alternative, placed reliance on the
af oresadi decision of the Privy Council in Sajan Singh case
contended that the he had equitable interest in property and
that the possession of the property should be restored to
hi m Gaj endragadkar, C.J. and Shah, J. referred to the
decision in Sajan Singh case but, while dismssing the
appeal, held that the transaction of running the Boarding
House was not entered into with a viewto circunmvent or
defeat the provisions of the Income Tax Act and was,
therefore, not illegal, Rajagopala Ayyangar, J. By separate
judgrment, Agreed that the appeal should be dism ssed he held
that from the evidence on record it was clear that the
object of the agreenent, entered into by the plaintiff, was
to defeat the provisions of the Income Tax Act and was not
awful . The |I|earned judge, however, applied the ration of
the decision in Sajan Singh case and held that the
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plaintiff’s claim to possession was independent and wholly
di sassociated from the illegal transaction and for this
reason, the appeal should be dismssed. Wile coming to this
conclusion |lyyangar, J. extracted the above quoted passage
fromthe speech of Lord Denning in Sajan Singh Case and then
observed as foll ow

"It would thus be seen that besides

the claimbased on his title to the

lorry, the plaintiff had al so

established that while the chatte

was in hi s possessi on, t he

def endant had wunlawfully taken it

away, with his consent. Insofar as

his claim was based on this

deprivation of possession, it was

really and independent  cause of

action wholly separated from the

original purchase of the lorry

which was to circunvent the |aw,

and ‘as” to his claim in detinue

there was no question of its being

tainted with any illegality.

Besides this, Lord Denning hinself

poi nted out that there were nany

cases which showed that where a

transfer of property was effected

in order to achieve an illegal
pur pose and t hat pur pose was
achi eved, t he pl ai ntiff was

di sabl ed from recovering the

property for the reason that the

Court will not assist himin that

endeavour."

It was rightly submitted by M. Shanti Bhushan that the
aforesaid principles. Now well settled with the decision s
of the House of Lords in Tinsley s case (supra), would be
applicable in India as well. this is not a case where the
appellant is seeking to enforce an illegal contract. On the
other hand, it 1is Custodian who is referring to the
illegality of the contract with a viewto recover possession
of the securities, the title of which already stands
transferred in favour of the appell ant.

In the present case the appellants are basing their
claimby relying not on the terns of the ready-forward
contract, but on the payment of market price against
delivery of the securities. The claim to title is
i ndependent of the ready-forward agreemnent.

There can be little doubt that the appellants, . when
they paid the narket price and took delivery of the
securities, had beconmre owners of the same. According to
Section 5 of the Transfer of Property Act, 1882, ‘transfer
of property’ inter alia means and act by which a' person
conveys property to another person. Section 6 of this Act
deals with what property may be transferred. Wat is
relevant in Section 6 (h) according to which no transfer can
be made; (1) insofar as it is apposed to the nature of the
interest affected thereby, or (2) for an unlawful object, or
consi deration within the nmeaning of Section 23 of the Indian
Contract Act, or (3) to a person legally disqualified to be
transferee. According to Section 23 of the Contract Act the
consi deration of object of an agreement will be unlawful if
it is forbidden by law. or is such a nature that, if
permtted, it would defeat the provisions of any law, or is
fraudulent; or involves or inplies injury to the person or
property of another; or the court regards it imoral of
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opposed to public policy. In the instant case the object of
the contracts entered into between the banks and the
notified parties was for the transfer and, subsequently, re-
transfer of the securities. The transfer took place on
delivery of securities. The transfer took place on delivery
of securities on payment of narket price as consideration

The consideration for the transfer of the securities, in the
ready | eg, was the paynent of market price.

The validity of the transfer of the securities has to
depend on the provisions of the Transfer of Property Act and
the Sale of Good Act Relating to transfer and not to the
validity of the agreement preceding the transfer. Like any
ot her novabl e goods the securities could validly be
purchased on delivery against paynent of price as per
Section 4, 19 and 20 of the Sale of Goods Act. The price
paid, while taking delivery,  was the consideration for the
transfer of the securities. Wen the transfer of title has
taken place that agreenment between the parties preceding
this cannot invalidate the transfer. The ratio of the
decisions in Sajan Singh Vs. Sardara Ali and Tinsley Vs
M 1 lingan-and the observations ~of Rajgopal Ayyanger, J. in
Sur asai balini Debi Vs. P.M Mjundar (supra) are clearly
applicable in the present case.

I nasmuch as, the aforesaid reasons are sufficient for
the appeals to be/ allowed, we do not propose to deal with
the other contentions which had been rai'sed on behalf of the
appel | ant s.

CONCLUSI ONS :

The foll ow ng concl usions from t he af oresaid
di scussi on:

[A] Infringenents of the instructions issued by the Reserve
Bank of India under Banki ng Regul ati ons Act prohibiting the
banks from entering into by-back  arrangenents' do not
i nval i date such contracts entered into between the banks and
it’'s custoner’.

[B] The ready forward contract is- severable into two part,
nanely, the ready leg and the forward | eg. The ready |eg of
the transaction having been conpleted, the forward | eg,
which alone is illegal, has to be ignored.

[ Wth the ready | eg having been perfornmed the illegality
of the forward leg contained in the agreenents cannot affect
that the transfers which had al ready taken place

The appeals are accordingly allowed. Judgnent  dated
14t h Decenber, 1993 of the Special Court is set aside, the
effect of which would be that the applications filed by the
Custodian and the notified persons for the return of the
securities stand dismssed. There wll be no order as to
costs.




