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CASE NO. :
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Asea Brown Boveri Ltd
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I ndustrial Finance Corporation of India & ors.

DATE OF JUDGVENT: 01//4\001@ 006

BENCH
Cct ober 27, 2004

JUDGVENT:
JUDGMENT

R C. Lahoti, CJI

This is an appeal under Section 10 of the Special Courts
(Trial of Ofences Relating to Transactions in Securities) Act,
1992 (hereinafter "the Act’, for short), feeling aggrieved by an
order dated 28.7.1998 whereby rejecting an objection petition
preferred by the appellant, the Special Court has directed the
appel l ant to hand over possession of all the 56 cars to the
custodi an within one week fromthe date of the order

The | ndustrial Finance Corporation of India (hereinafter
"IFCl', for short) is a Corporation constituted under the Industria
Fi nance Corporation of India Act, 1948 and carries on the
busi ness of financing noneys to various borrowers. Vide
agreement dated 4.12.1990, the appellant entered into a Lease
Fi nance Agreenent with Ms. Fairgrow h Financial Services
Limted (hereinafter "Fairgrowh’, for short), the respondent No.
3. Pursuant to the letter of offer dated 26.7.1990 under this
| ease finance agreenent, the appellant had taken | ease finance
of total 57 cars out of which one car was foreclosed in or about
January, 1992, leaving 56 cars under lease finance with the
appel | ant .

The case of the appellant as regards these 56 cars and the
rel ati onship of the appellant and respondent No. 3.in sofar as
these cars are concerned is stated as follows. The Appell ant
Conpany deposited total security anmount on the 56 cars of Rs.
20,97,447.25 paise. The total rental payabl e by the Appellant
Conpany for 5-year period amounted to Rs. 85,35,379/-. The
total purchase price of 56 cars is Rs. 84,80,664/-. As per the
terns of the | ease finance agreenent nutually agreed into by
the parties, the Appellant Conpany was required to pay 25% of
the purchase price of the cars as security deposit carrying
interest @5% per annum conpounded hal f yearly, a |ease
management fee of 1% and | ease rental of Rs. 15/- per
t housand Rupees per nmonth of the cash price of the assets which
was |later revised to Rs. 16/- per thousand Rupees per nonth by
a subsequent letter."

It is further alleged that it was the tacit understandi ng
between the parties that the cars were to be transferred to the
Appel | ant Conpany at the end of initial |ease period of 5 years
for which the parties agreed in their agreenent by stating that
the terminal fee will be 20% neaning thereby that on paynent
of 20% of the cost price of the cars the said cars wuld be
transferred by the Lessee Conpany to the Appellant Conpany or
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their nomnee. The termtermnal fee is a well known termin
Lease Fi nance Transaction and has no other connotation than the
amount payabl e for transfer of the | eased asset. This |ease

fi nance agreenent was entered into on 4th Decenber, 1990."

Fairgrowt h becane a notified party under sub-Section (2)
of Section 3 of the Act due to certain illegal transactions covering
the period between 1.4.1991 and 6.6.1992. The transaction
entered into on 4.12.1990 pursuant to letter of offer dated
26.11.1990 is not referable to the period during which the
all eged illegal transactions were entered into by Fairgrow h.

The Central Governnent appointed |FCl as the custodian
under sub-Section (1) of Section 3 of the Act, over the
properties belonging to Fairgrowh. The Appellant Conpany
continued to nmake paynment to IFCl in place of Fairgrowh as per
| ease finance agreement. An amount of Rs. 30, 96, 948. 30 pai se
was paid by the appellant to Fairgrowh till Decenber, 1992. An
amount of' Rs. 44, 61, 273/- was paid by the appellant to the
custodi an- I FCl--~ Thus the total lease rentals actually paid by the
appel | ant conpany are Rs.75,31,842/- till My, 1997 whereas
the rental s which were payable by the appellant company were
Rs. 85, 34,379/ - only.

According to the appell ant conpany under |ease finance
agreenment, it had nmade a security deposit with Fairgrowh on
whi ch an interest of 5% per annum conpounded hal f yearly was
to be paid. The appellant nmade a comuni cation to the
custodi an clarifying that the appellant would be entitled under
the agreenment to the ampunts on account of security deposit
and interest accrued thereon at the tinme of buyback or purchase
of | ease assets by the appellant. On9.4.1997, the appell ant
forwarded a cheque of Rs. 17,800/- in full and final settlenment of
dues under |ease finance agreenent dated 4.12.1990.
According to the appellant, the payment of this anmpunt squared
up fully and finally its liability for paynent subject to adjustnent
of security deposit and interest agreed thereon and all that
remai ned to be done thereafter was to transfer the said 56 cars
in favour of the appellant conmpany after cancellation of the
hypot hecati on which obligation was to be di scharged by the
cust odi an which had taken over the properties of Fairgrowh.

A perusal of the detail ed order passed by the Special Court
shows that the Special Court refused to treat the transaction
bet ween t he appellant and Fairgrowth as one of |ease finance
and instead treated it to be a transaction of |ease only i.e. the
appel l ant hol ding 56 cars as | essee of Fairgrowth. The principa
reason which prevail ed according to the Special Court is that in
its application, the appellant had stated the transaction to be of
"l ease" and not of "lease finance". Thus the Special Court has
rigidly applied the rules of pleadings but a perusal of the order
shows that there has been no effort to scrutinize and interpret
the docunments evidencing the transaction so as to determne the
real nature thereof.

This appeal was filed on 31.7.1998. On 3.8.1998, the
court passed an interimorder protecting the possession of the
appel | ant over the 56 cars.

On being noticed, the custodian has in its response filed a
cal cul ati on sheet prepared by a Chartered Accountant appointed
by the Special Court and, according to his cal culation, an anount
of Rs. 6,48,370/- was due and payabl e by the appellant to the
respondent No. 3. as per the agreenent entered into between
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the parties. A perusal of this calculation sheet shows that the
main factor responsible for the variation in the ultimate figure of
bal ance payable is attributable to an anpbunt of Rs. 4,89, 923/-
bei ng sales tax cal cul ated @% on the anmpunt of total |ease

rent including termnal fee which figure of sales tax the
chartered accountant feels is |eviable on the transaction and
hence payabl e by the appellant. This is a highly debatable issue
but need not detain us. Wether or not this amount is held to
be due and payable by the appellant, it will not change the
nature of transaction. The correctness of the cal cul ati on has
been di sputed in the rejoinder filed on behalf of the appellant
wherein it is submtted that all sunms due and payabl e under the
| ease finance agreenent dated 4.12.1990 were al ready paid and
not hi ng was due and payable at all to any of the respondents by
the appellant. Even 20%terminal fee, as purchase price of the
56 cars, had been paid and nothing had renai ned to be done
except term nation-of hypothecation and transferring on paper of
the ownership of 'the cars to the appellant which was only a
matter of fornality necessarily flowing fromthe obligation of
respondent No. 3 under the agreenment and accounts having

al ready squared up. The docunents show that the registration

of the cars since inception stands in the name of the appellant.

During the course of hearing before this Court, it was
conceded at the Bar that so far as the transaction between the
respondent No. 3 and the appellant as evidenced by the
agreenment dated 4.12.1990 is concerned, it is a transaction of
| ease finance and the rights and obligations of the parties have
to be worked out accordingly.

We have heard at |ength, the learned counsel for the

parties. W also requested Shri Uday U. Lalit, Senior Advocate,
to assist the Court by pointing out the correct position of |aw
centering around | ease finance transactions. W place on record
our appreciation of the assistance rendered by the | earned senior
counsel, Shri Uday U. Lalit.

VWhat is a |lease finance? According to Dictionary of
Accounting & Finance by R Brockington (Pitman Publishing,
Uni versal Book Traders, 1996 at page 136) :-

"A Finance Lease is one where the
Lessee uses the asset for substantially the

whol e of its useful life and the | ease paynents
are calculated to cover the full cost together
with interest charges. It is thus a disguised

way of purchasing the asset with the help of a
| oan. SSAP 23 required that assets held under
a finance | ease be treated on the bal ance sheet
in the same way, as if they had been
purchased and a | oan had been taken out to
enable this."

(enphasi s suppli ed)

In Lease Financing & Hre Purchase by Dr. J.C Verna (4th
Edition, 1999 at p.33), Financial Lease has been so defined :-

"Financial lease is a long-termlease on fixed
assets, it may not be cancelled by either party.
It is a source of long-termfunds and serves as
an alternative of long-termdebt financing. In
financial |ease, the |easing conpany buys the
equi prent and leases it out to the use of a
person known as the lessee. It is a full payout
| ease involving obligatory payment by the
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| essee to the |l essor that exceeds the purchase
price of the |eased property and finance cost.

Fi nanci al | ease has been defined by

I nternati onal Accounting Standards Conmittee

as "a lease that transfers substantially all the
ri sks and rewards incident to ownership of an
asset. Title may or nmay not eventually be
transferred.” Lessor is only a financier and is
not interested in the assets. This is the reason
that financial |ease is known as full payout

| ease where contract is irrevocable for the
primary | ease period and the rentals payabl e
during which period are supposed to be

adequate to recover thetotal investnment in the
asset made by the lessor."

(enphasi s suppl i-ed)

According to Lease Financing & Hire Purchase by Vinod
Kot hari (Second Edition, 1986, at pp. 6 & 7), a finance |ease,
also called a capital lease, is nothing but a |oan in disguise.
only an exchange of ‘nobney and does not result into creation of
economni ¢ services other than that of internediation. The
| earned aut hor has quoted T.M C ark, one of the nbst authentic
witers on the subject who defines | ease and operating |ease in
t he undergoi ng words ': -

"A financial |ease is a contract involving
paynment over an obligatory period of specified
suns sufficient in total to anortise the capita
outlay of the |lessor and give sonme profit."

"An operating |l ease is any other type of |ease \026
that is to say, where the asset is not wholly
anortised during the non-cancel lable period, if

any, of the |ease and where the l'essor does not
rely for his profit on the rentals in the non-
cancel | abl e period."

The features of the financial |ease, according to the
| ear ned author are as under

"1. The asset is use-specific and is selected for the
| essee specifically. Usually, the lessee is allowed
to select it hinself.

2. The risks and rewards incident to ownership are
passed on to the |l essee. The |lessor only renains
the | egal owner of the asset.

3. Therefore, the | essee bears the risk of
obsol escence.

4. The lessor is interested in his rentals and not in
the asset. He nust get his principal back al ong

with interest. Therefore, the |lease i s non-
cancel | abl e by either party.

5. The | ease period usually coincides with the
economc life of the asset and may be broken into
primary and secondary peri od.

6. The lessor enters into the transaction only as a

It

is
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financier. He does not bear the costs of repairs,
nmai nt enance or operation.

7. The lessor is typically a financial institution and
cannot render specialized service in connection
with the asset.

8. The lease is usually full-pay-out, that is, the single
| ease repays the cost of the asset together with
the interest.”

In our opinion, financial |lease is a transaction current in

the commercial world, the primary purpose whereof is the
financing of the purchase by the financier. The purchase of
assets or equi pnents or-machinery is by the borrower. For al
practical purposes, the borrower becones the owner of the
property inasnmuch as it is the borrower who chooses the

property to be purchased, takes delivery, enjoys the use and
occupation of the property, bears the wear and tear, maintains
and operates the machi nery/equi prent, undertakes indemity

and agrees to bear the risk of loss or danage, if any. He is the
one who gets the property insured. He remains liable for

paynment of taxes and other charges and i ndemity. He cannot
recover fromthe | essor, any of the above nentioned expenses.

The period of | ease extends over and covers the entire life of the
property for which it may remain useful “divided either into one
termor divided into two terns with clause for renewal. In either
case, the |ease is non-cancellable.

Al'l the abovesaid features are available in the transaction
entered into by the appellant.” In addition, we find that the
registration of the 56 cars stood in the nane of the appellant
fromthe very begi nning and on paynent of full amount including
term nation fee, as agreed upon, nothing nore was needed to be
done to vest the appellant with ownership and only | oan
docunents were needed to be discharged and cancel | ed.

There are certain tax benefits which by styling the

transaction like a financial |ease becone available to the |essor
(financer) and the | essee (borrower) both. Accounting standards
have been devised consistently with which the entries are made

in the accounts so as to satisfy the requirenents of tax | aws and
to avail the best benefits by way of tax planning to both the
parties.

However, so far as the Act is concerned, we have to go by

the provisions of the Act, keeping in view the real nature of the
transaction ascertaining the real intention of the contracting
parties in the light of the facts and circunstances of a given
case. Once a party has been notified under sub-Section (2) of
Section 3 of the Act then under sub-Section (3), notw thstanding
anything contained in any other law for the tine being in force
with effect fromthe date of notification under sub-Section (2),
any property, novable or immovable or both belonging to

notified party stands attached sinmultaneously with the issue of
the notification and becones |liable to be dealt with by the
custodi an in such manner as the Special Court may direct. A
person is liable to be notified by reference to transaction in
securities between 1.4.1991 and 6.6.1992. Any contract or
agreement entered into between 1.4.1991 and 6.6.1992, in

relation to any property of the notified party is liable to be
cancelled, if found to have been entered into fraudulently or to
def eat the provisions of the Act. Analysing the provisions of the
Act, it was held in B.OI. Finance Ltd. Vs. Custodian and

ot hers, (1997) 10 SCC 488, that the custodi an under the Act is
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required to assist in the attachment of the notified person’s
property and to nmanage the sanme thereof. The properties of the
notified persons, whether attached or not, do not, at any point of
time, vest in him He is nerely a custodian and not a receiver
nor is he a final liquidator so as to enjoy control over the
properties. In other words, the position of the custodian is the
sane as that of the notified person hinself. W are, therefore,

of the opinion that the custodian remains bound by the

obligations incurred by the notified party itself, if not incurred
fraudulently or to defeat the provisions of the Act.

For the purpose of deciding the controversy before us, it is

not necessary for us to exam ne whether the transaction entered

i nto between the appellant and Fairgrowth, the respondent No.

3, would at all attract the applicability of the provisions of the
Act in view of sub-section(2) of Section 3 thereof. The |earned
counsel for the appellant has taken a very fair stand subnitting
that the appellant is prepared to pay if anything is still found to
be due and payable by it but in any case the 56 cars coul d not
have been held |iable and directed to be delivered to the
custodi an.. It-was a sinple case of accounting. |If the appellants
have cleared all their paynents in accordance with the

agreement dated 4.12.1990, initially to Fairgrowh and

thereafter to the custodian including paynment of termnal fee

subj ect to adjustnent for security deposit and the interest
accrued thereon, then all that had remained to be done was the
transfer of ownership on paper which the custodi an should have
been directed to do, submtted the |l eaned counsel. But, as we
have al ready noticed, the registration of the cars already stands
in the name of the appellant. ~On a scrutiny of the accounts, if in
the opinion of the Special Court, nothing had then renmained to

be paid by the appellant, then it was only a matter of cal cul ation
the difference between the appellant’s statenent of account and
the one prepared by the Chartered Accountant at the instance of
the custodi an being bonafide, the appell ant could, at best, have
been directed to pay the deficit. But in no case submitted the

| earned counsel for the appellant, the 56 cars coul d have been
directed to be delivered to the custodian. |In spite of having
made full paynent (bonafide error or dispute as to calculation
excepted), direction for delivery of cars to the custodi an has
caused failure of justice. W find ourselves in agreenent wth
the subm ssion so made

The appeal is allowed. The inpugned order dated 28.7.98

passed by the Special Court is set aside. The application filed by
the appellant shall stand restored on the file of the Specia
Court. The Special Court shall look into the accounts after
affording the parties an opportunity of hearing and determ ne if
any anmount, and if so to what extent, remmins still payable by
the appellant to the custodian, for and on behal f of Fairgrowth,
the respondent No. 3. |In the event of any amount being held
liable to be so paid, the sane shall be paid by the appell ant
within the tine appointed by the Special Court failing which the
appel l ant shall be liable to be proceeded agai nst including for
attachment of property.

No order as to the costs.




