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PETI TI ONER
VI NAY BUBNA

Vs.

RESPONDENT:
STOCK EXCHANGE, MUMBAI AND ORS

DATE OF JUDGVENT: 28/ 07/ 1999

BENCH
B.N. Kripal, S.Rajendra Babu

JUDGVENT:

KI RPAL, J.
Speci al | eave granted.

The appellant in this appeal had dealings in sale and
purchase of shares with one Yogesh Mehta - respondent No.3
[hereinafter referred to as 'the share broker’] who was a
nmenber of Bonbay Stock Exchange until he was declared a
defaul ter by the said Exchange.

According to the appellant as on 10t h- My, 1995 a sum
of Rs.21,81,635.50 P. was due and payabl e by the share
broker but the paynment was not nade. Ther eupon the
appellant filed an arbitration petition against the said
share broker before the Bonmbay High Court. |In the said
proceedi ngs an application was filed for appointing a court
receiver. The court did not grant to the appellant any
relief in respect of the nenbership card of the share broker
whereupon an appeal was filed and it was contended that a
court receiver should be appointed in respect of the said
menbership card. This appeal was disposed of  after a
statement on behalf of the Stock Exchange was recorded to
the effect that it "shall not apply any anount received by
it as consideration on nonination of the menbership to any
person falling in the sane category for the purpose  of
priority as the appellant under Rule 16 of ~ the ~Stock
Exchange Rules till the award of the arbitration was
recei ved". It may here be stated that in. view of the
default having been comm tted by the share broker he was, on
10t h Decenber 1996, decl ared defaulter by the Stock Exchange
and thereafter he ceased to be it’s menber.

The appellant wanted Rules 16 and 43 of the ' Stock
Exchange to be amended. Letters were witten by himto SEB
and other authorities including the Stock Exchange. Vhen
efforts in this behalf failed a wit petition was filed in
the Bonbay High Court by the appellant with a prayer that
Rules 16 and 43 of the Stock Exchange Rul es, Bye-laws and
Regul ati ons 1957 shoul d be declared as illegal, bad in [|aw
and ultra vires the Constitution of India. It was also
prayed that the Stock Exchange be directed to amend/alter
Rules 16 and 43 of the Stock Exchange. The nmin reason for
i mpugni ng these rules was that, according the appellant’ the
menbership of the Stock Exchange was an asset of the share
broker and on its sale fromthe proceeds thereof paynent
should first be nade to creditors |like the appellant of the
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share broker and the proceeds should not be distributed in
the manner indicated by the said rul es.

The Bonbay High Court dismssed the wit petition,
inter alia, holding that it regarded the said rules as being
fair, just and reasonable. It was further held that on
default being committed the share broker ceased to be a
nmenber of the stock exchange and there was no conflict
between the provisions of the said rules and the |nsol vency
Act .

On behalf of the appellant it was contended that the
menbershi p of the Stock Exchange was an asset whi ch bel onged
to respondent No.3 and on the sale of the sane to distribute
the proceeds in the nmanner indicated by Rule 16 was unfair
unjust and arbitrary and was violative of Articles 14, 19
(1) and 300A of the Constitution of India. It was subnitted
that a menmber who is declared as defaulter has to be treated
in the simlar position to that of an insolvent because he
is unable to pay his debts and the Rules 16 and 43 franed by
the Bonbay Stock Exchange are inconsistent with the | aws of
i nsol vency as applicable in I'ndia which provide for manner
of distribution of the asset of the insolvent which is at
variance with the said rules.

On behal f of the Stock Exchange it was submtted that
after the respondent No.3 had been declared a defaulter he
ceased to be a nenber of the Stock Exchange whereupon his
rights of nmenbership vest inthe Exchange free of al
rights, clains and interest and the Exchange was at |iberty
to invite applications fromother persons and to admit any
one who offers to pay the highest anbunt. The proceeds so
received do not belong to the ex-nmenber and the order of
priority contained in Rule 16 was just and fair and is not
illegal, wong or arbitrary.

The respondent - Stock Exchange is an incorporated
associ ation of persons and is . recognised under the
Securities Contracts (Regul ations) Act, 1957. According to
its constitution, rules and bye-Ilaws the Exchange, fromtine
to tinme, admits menbers, popularly referred to as stock _or
share Dbrokers. It is they who constitute the Exchange as
per Rule 2 of the said rules. The Exchange is established,
as per Rule 4, with the object, inter alia, to support -and
protect, in the public interest, the character and status of
brokers and dealers and to further their interests and to
mai ntain hi gh standards of commercial honour and integrity.
Rule 5 provides that the nenbership of the Exchange shal
constitute a personal permssion from the Exchange to
exercise the rights and privileges attached thereto but this
is subject to the Rules, Bye-laws and Regul ations- of the
Exchange. Rule 6 provides, inter alia, that the right of
menbership is inalienable. As per Rule 7, subject to the
provisions of the Rules, a nmenber shall have a right  of
nom nation which shall be personal and non-transferable.
Rule 9 stipulates that "on the death or default of a nenber
his right of nonmination shall cease and vest in the
Exchange."” Rule 11 deals with nomi nation by menbers. Wth
regard to nomination in case of defaulter sub-rule (c)
provi des as under:

Nom nation in case of Defaulter

"The forfeited right of menbership of a defaulter
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shall be restored to himif he be re- admtted as a nenber
within six nonths from the date of default but iif an
application by a defaulter for re-adm ssion be rejected by
the CGoverning Board or if no such application be nade within
six nonths of the declaration of default the Governing Board
may at any time exercise the right of nom nation in respect
of such nmenbership."

Rules 53 and 54 deal with the effect of default and
read as under:

DEFAULT "53. A nmenber who is declared a defaulter
shall at once cease to be a nenber of the Exchange and as
such cease to enjoy any of the rights and privileges of
menbership but the rights of his creditor nenbers against
hi m shal | remai n uni npaired.

LAPSE CF MEMBERSHI P RI GHT

54. A nenber’s right of nenbership shall |apse to and
vest in the Exchange imediately he is declared a
defaul ter.”

A bare perusal of the aforesaid and other rules
clearly shows that the said rules provide that t he
menber shi p of the Exchange constitutes a personal perm ssion
from the Exchange to exercisethe rights —and privileges

attached thereto subject to the Rul e, Bye- laws and
Regul ati ons of the Exchange. According to M. Ashok H
Desai, |earned senior counsel for the respondents, every

contract notice issued to a constituent contains a specific
provision that "the contract is nmade subject to the Rule,
Bye-l aws and Regul ati ons and usages of the Stock Exchange,
Bonbay". The nmenbers of the Stock Exchange, nanely, the
stock brokers are pernmitted to buy and sell the shares for
their clients like the appellant. To secure due perfornmance
of his obligations the Exchange takes security from each
menbers upon which it has a lien as provided by Rule 43. A
menber is declared a defaulter if he fails to neet his
obligation and the Rules further show that thereafter his
right of nenbership and nominati on ceases and vests in the
Exchange and belongs to the Exchange. The vacancy  thus
created by the ternmination of the nmenbershipis filled by
the adm ssion of another person, who generally is a person
who offers to pay the highest anount. The consideration
which is received by the Exchange on making a  fresh
nom nation after the termination of the nenbership is/  then
al l ocated according to Rule 16 which reads as foll ows:

"16. ALLCCATION IN ORDER OF PRRORITY - Wen as
provided in these Rules the CGoverning Board has exercised
the right of nomnation in respect of a nenbership vesting
in the Exchange the consideration received therefor shall be
applied to the foll owi ng purposes and in the follow ng order
of priority nanely -

Dues of Exchange and C earing House

[i] first- the paynent of such subscriptions, debts,
fines, fees, charges and other nonies as shall have been
determ ned by the Governing Board to be due to the Exchange
or to the Cearing House by the forner menber whose right of
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nmenbership vests in the Exchange;
Liabilities relating to Contracts

[ii] second - the paynment of such debts, liabilities,
obligations and clainms arising out of any contracts made by
such forner nenber subject to the Rules, Bye-laws and
Regul ati ons of the Exchange as shall have been admtted by
the Governing Board: provided that if the anount avail abl e
be insufficient to pay and satisfy all such debt s,
liabilities, obligations and clainms in full they shall be
paid and satisfied pro rata; and

Sur pl us

[iii] third- the payment of the surplus if any to the
funds of the Exchange: provided that the Exchange in
general neeting may at its absolute discretion direct that
such surplus be disposed of or applied in such other manner
as it may deemfit.

The order of priority laid down by the aforesaid Rule
16 ensures that dues to the Exchange or to the Cearing
House have first to be net before the bal ance anbunt can be
utilised for paynment of debts, liabilities, obligations etc.
arising out of any contract nmade by the former nenber. | f
the ampunt available is insufficient to pay all such debts,
liabilities etc. then the paynent is to be nmade pro rata.
[f, however, any surplus still remains the'saneis to be
di sposed of or applied.in such nanner as the ~Exchange in
general neeting rmay deci de.

The High Court, in our opinion, was, therefore, right
in coming to the conclusion that “on a default being
conmtted the share broker ceases to become a nmenber of the
Exchange and all his rights, privileges etc. as a nenber

come to an end. If he does not clear the dues within six
nonths the Governing Body then has a right of nom nation in
respect of such menbership. It will be incorrect to state

that on the stock broker ceasing to be a nmenber, he stil
retains any right or interest in the perm ssion which  has
been granted to himby the Exchange to carry on business as
a nmenber. The nmenbership card of a share broker is not his
personal property which, on default being committed by him
and his ceasing to be a nmenber, can be sold and the proceeds
di stributed amongst his creditors. Rules 53 and 54 | eave no
manner of doubt that the nenber’s right of nenmbership vests
in the Exchange after he is declared defaulter. . This view,
nanely, that the defaulting nmenber can claimno interest in
the nenbership card and can pass none is in consonance wth
the decision of the Privy Council in Oficial Assignee of
Bonbay Vs. K RP. Shroff and Os. [AIR 1932 Privy Counci
186] In that case a nenber of the Bombay Stock Exchange had
lost his nenbership for being a defaulter. The nmain
guestion which arose for determ nation there was whether a
card or right of nmenbership of a share broker or the
proceeds of sale thereof, when sold, would pass to the
assignee in insolvency of the share broker’'s estate after he
had lost his menbership for being a defaulter. After
referring to the Rules of the Stock Exchange in this
connection it was observed at page 190 as foll ows:

"But although the rules are badly drawn and not in
uni form phraseol ogy their result in the case of a menber who
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has | ost his nenbership for being a defaulter clearly enough

is that he loses all interest both in the property of the
Association and in his card. |In such a case no interest is
reserved in the defaulter’s card except to nmenbers of the
Associ ation who have suffered by his lapse - in the rules
sometines called his creditors - or to the Association
itself. This seenms to their Lordships to be the result of

R 18, 56, 57 and 62. The defaulting nenber hinmself has no
interest in the result of the sale provided for under these
rules nor can he require a sale to be nade. The rules are
there for the benefit of his "exchange creditors" and are
doubt| ess enforceable at their instance.”

In that case alsoa contention was sought to be raised
that if the proceeds of the sale of the insolvent’s card are
not given to the official assignee the sanme would be
regarded as being contrary to the law of insolvency. It was
rightly observed that when the defaulting menber is expelled
fromthe Exchange no interest in his nenbership card renains
in hinmself _and none can pass to his assignee. Once the
menbership card ceases to be an asset of the share broker
the question of Rule 16 being contrary to the insolvency |aw
does not ari se.

As we see it not onlyis Rule 16 not illegal,
arbitrary or unjust but the sane is, on the other hand,
franmed in such a manner that the hardship which may be
caused by the default committed by the erstwhile nmenber is
m ti gat ed. There is nothing unfair or unjust in Rule 16
providing that the first priority fromout of ‘the sale
proceeds would be towards the anpbunts due to the  Exchange
itself. The second priority is given to the " debts,
liabilities, obligations and clains arising out 'of the
contracts rmade by the erstwhile nenmber. Even though at the
time when the nomnation is made by the Stock Exchange of
the vacancy which has been created the erstwhile nenber had
no interest, in law, therein, nevertheless Rule 16 nakes a
provision by providing for paynents being made for clearing
the debts etc. of the erstwhile menbers. But for Rule 16,
in other words, creditors |like the appellant would not have
a ray of hope of receiving any noney realised by the Stock
Exchange on the vacancy being created by reason of _default
of the stock broker. In viewof this it is not possible to
accept that the said Rule is in any way bad.in [ aw.

Learned counsel for the appellant placed reliance on
the decision of G@ujarat H gh Court in Stock Exchange
Ahrmedabad Vs. Assistant Comm ssioner of Inconme-tax [(1998)

18 SCL 135]. |In that case after the death of a stock broker
he was declared a defaulter and the incone tax depart nent
sought to attach the nenbership card. It was contended by

the Stock Exchange that on the stock broker being declared a
def aul ter no right existed which could be attached.
Reliance was placed on the Privy Council’s decision in
Shroff’'s case. The High Court rightly di stingui shed
Shroff’s case by observing that after the death of a stock
br oker he should not be declared as a defaulter. It appears
to us, wthout going into the correctness of the said
decision of the Gujarat Hi gh Court, that the same is of no
rel evancy in the present case because the validity of the
action in declaring a nenber as defaulter has not been
challenged in the present case whereas in the Gujarat case
the Court had held that after the death of a stock broker he
could not have been declared as a defaulter. This being so,
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the consequences which follow on a nmenber being declared as
a defaulter did not really cone up for consideration in the
CGuj arat case.

In our opinion, the H gh Court rightly came to the
conclusion that once a defaulting nenber ceases to be a
menber of the Stock Exchange no interest in his card renains
and the sanme cannot be regarded as his asset and furthernore
Rules 16 and 43 are not illegal, arbitrary or void. For the
af oresaid reason the appeal is dismssed but with no order
as to costs.




