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INTRODUCTION 

The preponderance of options, namely call and put, in investment agreements including but 

not limited to joint ventures, private equity and venture capital investments raises a crucial 

question regarding their viability in the Indian investment regime. At the outset, option is a 

right or an entitlement, but not an obligation, of an individual to either buy or sell an asset in 

the future at a price which is not pre-determined.1For the purpose of the paper, such assets 

shall refer to shares of a company. Options are mainly bifurcated into call and put options. 

Call options entitles the individual to “purchase” shares of another existing shareholder at a 

predetermined price. Conversely, put options entitles the individual to “sell” shares to another 

existing shareholder at a predetermined price.2 

Further coming to the utility of options in modern-day corporate transactions, as mentioned 

before, both call and put options form an intrinsic part of various agreements. Call options are 

typically found in (a) joint ventures between foreign and Indian companies wherein due to a 

limit imposed on the percentage of shares that can be held, the investor entitles himself to a 

call option to acquire further shares, as and when the law pertaining to the same is amended; 

and (b) acquisition transactions wherein the investor, instead of acquiring all shares at once 

reserves the right to acquire some of it at a later period.3 On the other hand, put options are in 

the nature of exit rights which is preferred over the most common exit options, namely, Initial 

Public Offer (“IPO”) and buy-back. IPO involves heavy-duty transaction costs and moreover 

its investment value is also profoundly dependent on the existing market conditions which 

makes it risky to an extent. As far as buy-back is concerned, it is heavily regulated by various 

laws which does not make it the most flexible exit option.4 In contrast, not only do put 

options give investors the benefit of exiting at terms suitable to them, it also guarantees a pre-

determined value for their investment. 

                                                             
1Sharad Tyagi, Enforceability of Pre-Emption Rights/Call & Put Option, MONDAQ (May 3, 2018) 

https://www.mondaq.com/india/securities/698196/enforceability-of-pre-emption-rights-call--put-option.  
2Afra Afsharipour, Corporate Governance and the Indian Private Equity Model, 27 NATIONAL LAW SCHOOL OF 

INDIA REVIEW 17, 44 (2015).  
3Umakanth Varottil, Investment Agreements in India: Is there an Option, 4 NUJS LAW REVIEW 467, 470 (2011).  
4Rohit Beerapalli, Legality of Put and Call Options: Enduring Murkiness and Issues for Non-Resident Investors, 

4 RGNUL FINANCIAL AND MERCANTILE LAW REVIEW 100, 104 (2017).  
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Given the significance of options in investment agreements, the paper embarks on the task of 

outlining the legal framework governing options and their viability in the current investment 

regime. Moreover, the paper will also emphasise on the ground breaking Notification dated 

3rd October’13 (“SEBI Notification”) issued by the Securities and Exchange Board of India 

(“SEBI”) which recognised call and put options as valid contracts.5 

It is pertinent to mention here that options, in particular, have been fairly challenging for non-

resident investors covered under the Foreign Direct Investment (“FDI”) laws. The validity of 

options under FDI laws has been subjected to multiple deviations. For instance, the Reserve 

Bank of India (“RBI”) remains in favour of the view that a non-resident investor must not be 

guaranteed any assured exit price at the time of making an investment.6Albeit, sufficient 

attempt has been made by the courts to provide clarity on this conundrum. Given the 

necessity of avenues for disinvestments or buyouts for a foreign investor, it becomes crucial 

to dissect the position of options under the foreign exchange laws.  

RESEARCH QUESTIONS 

The author seeks to address the following research questions through the paper: 

A. Whether options, namely call and put options,are legally valid in commercial contracts 

with special emphasis on options issued before the SEBI Notification. 

B. Whether option clauses in foreign investment agreements get impacted with the “no 

assured return” rule under foreign exchange laws.  

LEGAL VALIDITY OF OPTIONS 

To start with a brief background, previously, the Securities and Contract (Regulation) Act, 

1956 (“SCRA”) by virtue of section 207, specifically prohibited all forms of options in 

securities. In fact, the erstwhile preamble of the SCRA stated the objective of the Act as 

“preventing undesirable transactions in securities by prohibiting options”. On a positive note, 

a significant amendment in 1995 repealed section 20 and reversed the Preamble of SCRA to 

no longer make options illegal.8 However, this did not completely solve the issue involving 

                                                             
5Abhinav Harlalka, SEBI Permits Options and Pre-emptive Rights Arrangement, NISHITH DESAI ASSOCIATES 

(October 23, 2013) http://www.nishithdesai.com/information/research-and-articles/nda-hotline/nda-hotline-

single-view/article/sebi-permits-options-and-preemptive-rights-arrangements.html.  
6Master Circular on Foreign Investment in India, Master Circular No. 15/2013-14, RESERVE BANK OF INDIA.  
7 Omitted by the Securities Laws (Amendment) Act, 1995 w.e.f. 25.01.1995.  
8Supra, note 3.  
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legal validity of options. The Central Government had exercised its power under the SCRA9 

to issue a notification in 1969 which declared all contracts for sale and purchase of securities, 

other than spot delivery contracts or contracts settled through stock exchanges, as illegal. The 

1969 Notification was substituted by a not so substantive notification issued by SEBI in 2000 

which apart from a switch of regulatory authority from the Central Government to SEBI, did 

not really change the position on legality of options.10 

NATURE OF SPOT DELIVERY CONTRACTS 

Spot Delivery Contracts are defined under section 2 (i) of the SCRA and refer to such 

contracts wherein the actual transfer of the security and the payment thereof is completed 

within two days of concluding the agreement.11 Time and again, SEBI has specifically kept 

options outside the purview of spot delivery contracts. The Bombay High Court, in 2005, 

affirmed SEBI’s stance by holding options illegal under SCRA since they are not spot 

delivery contracts.12 

It is crucial to note that the notification barring contracts other than spot delivery contracts 

was in reference to “sale and purchase of securities”. In an interesting turn of events, the 

Bombay High Court in MCX Stock Exchange Limited v. SEBI13, observed that option is a 

right and not an obligation to buy or sell securities. Such an obligation itself arises as a result 

of some future contingent event. While distinguishing options from forward contracts, the 

Court stated that nature of an option is in fact a privilege and therefore, options would not 

amount to a contract of sale and delivery of securities.14 Options may not even be treated as a 

completed contract as it is more like a contingent contract.15While the MCX judgment was a 

positive step towards attaining validity for options with respect to the 2000 Notification, it 

fell short of clearing the air around section 18A of SCRA.  

 

                                                             
9 Section 16, Securities and Contract (Regulation) Act, 1956.  
10Vinod Joseph, An Introduction to Put Options, ARGUS PARTNERS (Sep. 11, 2019) https://www.argus-

p.com/papers-publications/thought-paper/put-options-enforcement-and-claiming-damages-indemnity/.  
11Archit Bhatnagar, Enforceability of Options in Investment Agreements: Charting the Course, SCC ONLINE 

WEB EDITION 54, 56 (2014).  
12Niskalp Investments v. Hinduja TMT Ltd., [2007] 79 SCL 368 (Bom).  
13 MCX Stock Exchange Limited v. SEBI, 2012 (114) Bom LR 1002.  
14Shivangi Sharma, SEBI v/s MCX – Has the Validity of Options Attained Finality, NISHITH DESAI 

ASSOCIATES(April 20, 2012) https://nishithdesai.com/information/news-storage/news-details/article/sebi-vs-

mcx-has-the-validity-of-options-attained-finality.html.  
15Jethalal P. Thakkar v. R.N. Kapur, AIR 1956 Bom 74.  



 

                              INDIAN JOURNAL OF LAW AND DEVELOPMENT  

  

APPLICATION OF SECTION 18A ON OPTIONS 

Section 18A of SCRA provides that contracts in derivatives are valid only if they are entered 

into on stock exchanges. Options are treated as derivatives considering they derive their value 

from the underlying shares.16Some may take a view that, by the above analogy, options are 

invalid under this specific provision. However, that would be an inconsistent view. At this 

point, it is important to recall that a provision must be read keeping in mind the statute as a 

whole.17 Having said that, it has been noted by various scholars that the intention behind 

inserting section 18A was to overcome the challenge that derivatives may constitute wager.18 

The said provision instead of being prohibitive is rather a shielding provision for cash-settled 

derivatives which are in the nature of a wager contract. Whereas, physically settled 

derivatives such as options do not constitute a wager since the receiving party has a genuine 

intention of taking interest in the physically delivered assets.  

IMPACT OF SEBI 2013 NOTIFICATION ON OPTIONS 

In a significant move, SEBI issued a notification in 2013 rescinding the 2000 Notification 

and expressly permitted previously prohibited call and put options. SEBI recognised the 

importance of options for any investor, be it a domestic or a foreign investor. However, to 

prevent abuse of options clauses, SEBI imposed the following conditions for them to be 

valid: 

a) Holder of securities can grant an option to another party only after completing a minimum 

holding period of one year of such securities; 

b) Physical settlement and the pricing of securities must be in accordance with all laws for 

that purpose; 

c) Contract must be settled by way of actual delivery of the underlying securities. 

The intention behind the above-mentioned conditions is in sync with the intent of SCRA i.e. 

to prevent any speculative transactions among parties.19It is to be noted that the changes shall 

not affect or validate any contract which was entered into prior to the date of the SEBI 

Notification. In all, the SEBI Notification was definitely a much needed regulatory change 

                                                             
16Ashwin Mathew, Are Options an Option, SCC ONLINE WEB EDITION 5, 8 (2009).  
17 Union of India v. Elphistone Spg. And Wvg. Co. Ltd., (2001) 4 SCC 139.  
18Umakanth Varottil, Investment Agreements in India: Is there an Option, 4 NUJS LAW REVIEW 467, 489 

(2011). 
19Supra, note 5.   
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for investors who had been grappling since long with concerns regarding enforceability of 

options.20 

NO RETROSPECTIVE APPLICATION: A HALF BAKED SCHEME? 

As stated before, the SEBI Notification put to rest a long standing debate regarding validity 

of call and put options. Although, by holding options as a separate class of contracts 

altogether, SEBI has somewhat inclined towards the view that options are neither spot 

delivery contracts, nor derivative contracts. This approach further added on to the existing 

ambiguity around the nature of options.  

Furthermore, the reasoning behind not making options valid on a retrospective basis remains 

to be an enigma. It seems to be premised on the notion that SEBI did not wish to contradict 

its earlier stance thereby maintaining consistency. However, this notion is unfounded and not 

strong enough for SEBI to have let options issued before the date of the Notification be 

invalid. Given the MCX judgment, the wise way to go about it would have been to make the 

validation retrospective. It is known that, in order to validate options, parties can enter into 

fresh agreements or renegotiate the existing one but given the time and resources involved, it 

seems like a herculean task. When options were not illegal per se in the first place, there did 

not seem to be a good enough reason for invalidating all existing option clauses.  

Fortunately, the above-mentioned issues were recently dealt by the Bombay High Court in 

Edelweiss Financial Services Ltd. v. Percept FinservePvt.Ltd.21 wherein the Court upheld the 

validity of a put option clause related prior to the SEBI Notification. Based on the same 

premise as the MCX judgment, this case held that options must not be treated as forward 

contracts. Rather, options are to be understood as done on a spot delivery basis since both 

delivery of shares and the payment of price takes place either simultaneously or within a 

period of a day from the date the option comes into existence.22 The Court also cleared the air 

around the section 18A conundrum by holding that by virtue of the provision, entering into 

call or put option per se was never really prohibited and that only trading or dealing in such 

option as a security was meant to be regulated. The Court unravelled the true intent behind 

                                                             
20Umakanth Varottil, SEBI Notification on Pre-Emption Rights, Put and Call Options, INDIACORP LAW 

(October 3, 2013) https://indiacorplaw.in/2013/10/sebi-notification-on-pre-emption-rights.html.  
21 Edelweiss Financial Services Limited v. Percept Finserve Pvt. Ltd., Arbitration Petition No. 220 of 2014 

decided on 27 March 2019.  
22 Mohammad Kamran, Bombay High Court Settles Dust over Validity of Options under Securities Law, 

MONDAQ (May 6, 2019) https://www.mondaq.com/india/securities/803514/bombay-high-court-settles-dust-

over-validity-of-options39-under-securities-law.  
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the definition of “spot delivery contracts” to include contracts wherein delivery of shares and 

payment of price are taking place simultaneously, like in the case of options.23 While 

distinguishing options from forward contracts, the Court noted that in case of forward 

contracts, the obligation exists at the time of signing the contract but performance is 

stipulated at a later point. Whereas, under options, obligation also occurs at a later point if 

and when the option is exercised.24 

VALIDITY OF OPTIONS UNDER THE NO-ASSURED RETURN RULE 

Option clauses are not merely customary but also form the core of foreign investment 

agreements. However, these exit clauses often face regulatory hurdles under the legislation 

governing foreign exchange – Foreign Exchange Management Act, 1999 (“FEMA”). The 

RBI vide its Circular dated January 9, 2014 (“Circular”) allowed options in relation to 

equity shares and compulsorily and mandatorily convertible preference shares/debentures to 

be issued by a resident to a non-resident under the FDI Scheme.25 However, this was subject 

to the following conditions: 

a) Minimum lock-in period of one year or such period prescribed under FDI Regulations; 

b) Such instruments cannot include an option or exit right at an “assured price”; 

c) The exit price must be determined in accordance with the Circular.  

An argument that is commonly seen being raised under FEMA is that exit clauses provide 

parties with an “assured return” which is specifically prohibited. This raises a pertinent 

question pertaining to options and whether they can be said to provide assured returns. In this 

regard, the Delhi High Court’s judgment in Cruz City 1 Mauritius Holdings v. Unitech 

Limited26is a noteworthy one. The Court observed that an option clause that provides a 

guaranteed rate of return is not in violation of the “no assured return” rule if such option is 

exercisable solely in the event of a default or a breach of an undertaking on the basis of which 

the foreign investor had made the investment.27 Therefore, as long as it is not open-ended 

                                                             
23Bhumika Batra, Courts clarify put options are not forward contracts, INDIA BUSINESS LAW JOURNAL (May 7, 

2019) https://law.asia/courts-clarify-put-options-are-not-forward-contracts/.  
24Debayan Gangopadhyay, Bombay High Court Differentiates Options from Forward Contracts, INDIACORP 

LAW (July 2, 2019) https://indiacorplaw.in/2019/06/bombay-high-court-differentiates-options-forward-
contracts.html.  
25 Reserve Bank of India, Foreign Direct Investment – Pricing Guidelines for FDI Instruments with optionality 

clauses, RBI Circular No. RBI/2013-14/436 A.P. (DIR Series) Circular No. 86 (January 9, 2014).  
26 Cruz City 1 Mauritius Holdings v. Unitech Limited, (2017) 239 DLT 649.  
27Nandan Nelvigi, In a landmark ruling, India court rejects objections to enforcement of a $300 million LCIA 

award, WHITE & CASE LLP (June 7, 2017) https://www.whitecase.com/publications/alert/landmark-ruling-

indian-court-rejects-objections-enforcement-300-million-lcia.  
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assured exit option and is based on contingent circumstances, the no-assured return role will 

not be violated.28 

Another judgment worth noting is the judgment pronounced by the Delhi High Court settling 

the Tata-Docomo dispute29 wherein the Court entitled Docomo to the damages for breach of 

the primary obligation of Tata on the premise that the award to Docomo were in the nature of 

damages and not the price of the shares on account of put option.30 

On the same foundation, the Bombay High Court in Banyan Tree Growth Capital LLC v. 

Axiom Cordages Limited &Ors.,31 also held that put option clause is not in the nature of an 

assured return since it could only be invoked on the occurrence of certain contingencies.  

Therefore, although it seems like a pro-exit approach for foreign investors, in order to not 

violate the foreign exchange laws, parties must be careful to ensure that option clauses are 

structured around damages from contractual breach and not an open-ended guaranteed return.  

CONCLUSION 

It is of utmost importance to recall that a conducive investment atmosphere is a must to 

augment a country’s economic growth. In this regard, exit options are fundamental in the 

investment regime. Having said that, since options are by far the most preferred exit 

mechanism, they have a significant bearing on achieving sustained economic development. 

Options are regulated by a combination of various legislative provisions and have also been 

the subject matter of judicial pronouncements. Given that options are extensively prevalent in 

conventional investment contracts, a view may be taken that, a liberal interpretation of the 

relevant provisions must be carried out. However, one certainly cannot deny the fact that, as 

stated above,both SEBI and RBI, have at least embarked on the journey to subject options to 

less rigidity. In pursuance to this development, it is crucial that the regulatory authorities 

continue to frame appropriate guidelines to ensure that the validity of call and put options in 

the Indian investment regime does not remain an enigma.  

 

                                                             
28Jayesh Kumar Singh, Assured Returns on Foreign Direct Investments via Indirect Arrangements, THE INDIAN 

REVIEW OF CORPORATE AND COMMERCIAL LAWS (October 13, 2019) https://www.irccl.in/single-

post/2019/10/13/Assured-Returns-on-Foreign-Direct-Investments-via-Indirect-Arrangements.  
29 NTT Docomo Inc. v. Tata Sons Ltd., O.M.P. (EFA) (COMM.) 7/2016 and IAs 14897/2016.  
30 Anonymous, Shareholder Exits and Regulatory Hurdles, AZB & PARTNERS (July 23, 2020) 

https://www.azbpartners.com/bank/shareholder-exits-and-regulatory-hurdles/.  
31 Banyan Tree Growth Capital LLC v. Axiom Cordages Limited, Commercial Arbitration Petitions No. 475 

and 476 of 2019.  


