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n the words of philosopher Sir Francis Bacon, 'Scientia potentia est'- knowledge is power.

This publication, being released on the occasion of the Third Annual Day of the Insolvency

and Bankruptcy Board of India, puts together a miscellany of perspectives on the journey
of the landmark Insolvency and Bankruptcy Code, 2016 from the viewpoint of practitioners,
policymakers, lawyers, subject experts, and academicians. The articles in the publication
unearth the hits, the misses, the challenges, the promises, the hopes and the silver linings of the
path-breaking reform in the form of the Code. Hailed as a progressive and dynamic economic
legislation, the Code is the true embodiment of time bound justice-oriented reforms, providing
the much needed 'freedom to exit' to failing businesses. Itis a paradigm shift from the erstwhile
insolvency regime in terms of its design and architecture, professionalisation of insolvency
services and delicately balancing the interest of all stakeholders.

Putting together a selection of articles that elucidate and stimulate thought around this
theme, the publication is an attempt to contribute to the scholarly and policy discourse. It is a
systematic response to accelerate the pace of research and scholarship in the evolving area of
insolvency and bankruptcylaws.
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Preface

ndia moved from state provision of goods and services to regulation for provision of goods

and services. This allowed freedom to firms to undertake business on their own terms

subject to meeting with the regulatory norms. This carried two potential concerns. First,
the regulatory norms, either because of inadvertence or in public interest, at times restricted
freedom of firms to do business or not to do business. Second, the freedom promoted intense
competition at marketplace leading to stress in some firms requiring a market mechanism to
facilitate their revival or seamless closure. Legislations such as Sick Industrial Companies
(Special Provisions) Act, 1985 did not prove effective in resolution of stress, either through
revival or closure, primarily because it was not a market mechanism where the stakeholders
had incentive to resolve stress in a time bound manner. This necessitated a major institutional
reform of the insolvency regime, which came through the Insolvency and Bankruptcy Code,

2016 (Code).
The Code is alandmark piece of legislation which provides for institutionalised creditor-

in-control mechanism for reorganisation and insolvency resolution of corporate persons,
partnership firms and individuals in a time bound manner for maximisation of value of assets
of such persons, to promote entrepreneurship, availability of credit, while balancing the
interests of all the stakeholders. Many milestones, in achieving these goals, were crossed rather
quickly, with various provisions of the Code being implemented at an unprecedented pace. The
entire regulatory framework for corporate insolvency resolution process, fast track insolvency
resolution process, corporate liquidation and voluntary liquidation were put in place within a
short span of time. The regulations pertaining to insolvency professionals, insolvency
professional agencies and information utilities were rolled out swiftly to build a strong

professional and technology-driven bedrock of service providers under the Code.
The success of the Code hinges upon its dynamism and responsiveness to the emerging

requirements of the market and various stakeholders. The Code has been amended thrice to
facilitate the stakeholders. Several contentious issues have been settled by the courts of law
through landmark judgments. In its journey, the Code has taken along with it a whole milieu of
stakeholders. Policy makers, legal experts, subject experts, academicians and practitioners,
have fiercely debated at each step of this journey on its hits and misses, on its challenges, its
hopes and its despair. The World Bank's Doing Business Report has also taken cognisance of the
path-breaking reform, in the form of the Code, and has improved India's ranking in the

'Resolving Insolvency' parameter from 136 in 2016 to 108 in 2018.
This publication is a conscious effort on our part to bring together the views of a number

of distinguished contributors with diverse persuasions. The contributions have been sought to
be arranged into different parts thematically for the purpose of practical convenience. PartIof
this publication deals with the architecture of the Code. The discourse in this Part becomes
paramount since insolvency legislation in India has become a vitally important mechanism for
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sustainable resolution of distressed corporates and fostering corporate governance. The
articles in this part veer around the institution of a robust insolvency regime in India and its
evolving nexus with corporate frontiers, including both procedural and substantive themes.

The Code has been a paradigm shift from the past insolvency and bankruptcy regime in
India. It cannot be gainsaid that a strong insolvency regime underpins stability and certainty of
insolvency processes, practitioners, debtors and creditors. In this vein, Part II examines
various aspects of the processes under the Code, assesses how they are functioning on the
ground and suggests what changes may be required towards achievement of the objectives of
the Code.

Having set the discussion, Part III focuses on the insolvency ecosystem in terms of its
regulatory apparatus and the professionals involved in the implementation of the Code. These
are the pillars of the new law, holding it in good stead and ensuring the delivery of its key
objectives. There is an intense element of 'public interest' in the outcome of the processes under
the Code. In this regard, Part IV scrutinizes the impact of insolvency law on the economy in
general and on corporate governance structures and processes.

Wehave added many feathers to our cap in the area of anew and modern insolvency and
bankruptcy regime in the country. However, a lot more remains to be achieved. It is perhaps
now time to talk about new domains, while further consolidating the progress made so far. Part

Vexplores the emergent themesin the insolvencyregime.
We are grateful to each one of the eminent contributors for making our venture a

success. I would, however, like to emphasise that views expressed in the articles are those of
individual authors. We are confident that this publication will provide much food for thought
tothereadersto mull over and draw lessons for the road ahead.

Dr. Mukulita Vijayawargiya
Whole Time Member
Insolvency and Bankruptcy Board of India
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Part I

The Architecture
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A Journey of Endless Hope
M. S. Sahoo

dialogue between two characters in a novel' goes like this: "'How did you go bankrupt?'

Bill asked. 'Two ways,' Mike said, 'Gradually and then suddenly." Most bankruptcies

happen that way. The insolvency reforms in India also happened in the same way.

While in the works for many years, the insolvency reforms suddenly took shape with the

enactment of the Insolvency and Bankruptcy Code, 2016 (Code) on May 28, 2016. In no time, it
became areform by the stakeholders, of the stakeholders and for the stakeholders.

Prior to the enactment of the Code, India did not have any experience of a proactive,

incentive-compliant, market-led, and time-bound insolvency law. Many institutions required
for implementation of a state-of-the-art insolvency law, did not exist. The Code and the
underlying reform, in many ways, was a journey into an uncharted territory- a leap into the
unknown and a leap of faith. The entire regulatory framework in respect of corporate
insolvency, both resolution and liquidation, and the entire ecosystem for corporate insolvency
were put in place by the end of 2016, and provisions relating to corporate insolvency process
came into force on December 1, 2016. The first corporate insolvency resolution process (CIRP)
commenced on January 17, 2019. There is, perhaps, no parallel anywhere in the world to the
swiftenactment and implementation of the Code.

The Government led the reform from the front and demonstrated the highest commitment

to the insolvency reform. It subordinated its dues to claims of all stakeholders except equity. It
made the resolution plan binding on itself. It pushed very large corporates with high non-
performing assets(NPAs) into the resolution process in the early days. It made changes in
banking law, revenue law, company law, etc. to facilitate the processes under the Code. The
regulators did their bits too: the Securities and Exchange Board of India (SEBI) exempted
resolution plans from making public offers under the Takeover Code; the Reserve Bank of
India (RBI) allowed external commercial borrowings for resolution applicants (RAs) to repay
domestic term loans; and the Competition Commission of India devised a special route? for
swift approvals for combinations envisaged under resolution plans. There have been quite a
few regulatory interventions from the Insolvency and Bankruptcy Board of India (IBBI) in the
last three years. These years witnessed an unprecedented co-operation and partnership
among authorities and stakeholders, to implement the Code in letter and spirit to fully realise
its objectives.

! Ernest Hemingway (1926), The Sun Also Rises. Scribner

2 Additionally, regulation 5A of the Competition Commission of India (Procedure in regard to the transaction of business relating to
combinations) Regulations, 2011, which came into force on August 15, 2019, enables parties to avail of a “green channel” for approval of
certain categories of combinations.
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A dynamic law is one which is crafted in the context of life. Given that life is ever evolving, the
Code underwent prompt course corrections, to address deficiencies arising from
implementation of the Code, in sync with the emerging market realities, to further its
objectives. It has witnessed three major legislative interventions® in as many years and dozens
of subordinate legislations. The Adjudicating Authority (AA), the National Company Law
Appellate Tribunal (NCLAT) and the Supreme Court (SC) have been in the forefront of the
implementation of the Code. They have delivered numerous landmark orders to explain
several conceptual issues and settle contentious issues and resolve grey areas with alacrity.
These orders have imparted clarity to the roles of various stakeholders in the resolution
process and as to what is permissible and what is not, thereby streamlining the process for
future. The insolvency regime now boasts of, probably, the single largest body of case laws. The
Insolvency Law Committee continuously reviews the implementation of the Code to identify
issuesimpacting the processes under the Code and make recommendations to address them, in

true spirit of the adage' the road to success always remains under construction'.
The insolvency journey has weathered several storms on the way. Besides the usual

challenges of building institutional capacity and developing the markets and practices to
implement the reform, there was scepticism if the Code can be implemented at all and if it
would meet the same fate as many such reforms had in the past. There was also reluctance to
accept the reform and, at times, vigorous efforts, to cling* on to the old order. The resistance
came in different forms from different quarters and continues even today. Some naysayers
wanted implementation of the Code only after India had a world class ecosystem, including
insolvency professionals (IPs) who can conduct the most complicated insolvency resolution
processes. They essentially expected Olympic swimmers on the scene, without ever diving into
a swimming pool! A few big fish preferred to watch from the sidelines till commoners tried
their hands and emerged successful. Some condemned the reform as the first resolution plan’
approved under the Code returned about 6 per cent of the claims of the creditors, disregarding
the fact that the creditors got about 600 per cent of the liquidation value from the revival of the
firm which had been sick for decades. Some promoters waited for the outcomes of the Code to
pan out. As they saw many firms moving away from the hands of extant promoters through the

process under the Code, they intensified their efforts to challenge the provisions of the Code.
Almost every provision in the Code in respect of corporate insolvency has been challenged

on grounds of constitutional validity. The experiment contained in the Code, judged by the
generality of its provisions and not by so-called crudities and inequities, passed the
constitutional muster.’ The Code prevails over every other law in case of any inconsistency
between the two.” Section 29A, which was introduced by the Insolvency and Bankruptcy Code
(Amendment) Act, 2018 to prohibit persons with certain disabilities to submit resolution plans,

° The Insolvency and Bankruptcy Code (Amendment) Act, 2018; the Insolvency and Bankruptcy Code (Second Amendment) Act, 2018; and
the Insolvency and Bankruptcy Code (Amendment) Act, 2019.

* One fails to notice changes in the environment and strives hard to cling on the old order, best illustrated in Spenser Johnson, Who
Moved My Cheese (1998).

° Resolution plan of Synergy Dooray Automotive Limited approved by AA on August 2, 2017.

° Swiss Ribbons Pvt. Ltd. & Anr. v. Union of India & Ors., (2019) 4 SCC 17 (hereinafter 'Swiss Ribbons").

" M/s. Innoventive Industries Ltd. v. ICICI Bank & Anr., (2018) 1 SCC 407 (hereinafter 'Innoventive Industries Ltd."); Pioneer Urban Land and
Infrastructure Limited and Anr. v. Union of India & Ors, [Writ Petition (Civil) No. 43 of 2019].
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was upheld.® Section 5(8), which was introduced by the Insolvency and Bankruptcy Code
(Second Amendment) Act, 2018 to treat home buyers as financial creditors (FCs), was upheld’.
While upholding various provisions in the Code, the SC has accorded certain degree of
deference to the legislative judgment in economic choices, apart from the presumption of
constitutionality in economic legislations®. Section 30(2)(b), which was introduced by the
Insolvency and Bankruptcy Code (Amendment) Act, 2019 to provide a waterfall for resolution
plans, is under challenge. With every judgement delivered by the courts of law, the insolvency

reformshave developed deeper and stronger roots.
The speed and challenges of implementation of the Code did not come on the way of

innovation. One such innovation is the information utility (IU). India has the unique distinction
of having an IU to cater to the informational needs of stakeholders under the insolvency and
bankruptcy regime. Another innovation is the launch of a two-year Graduate Insolvency
Programme, the first of its kind in the world, aimed at producing a cadre of top-quality IPs who
can deliver world-class insolvency resolution services. The IBBI itself is also an innovation:
there is no exact parallel organisation either inside or outside the country. It develops and
regulates the insolvency profession and lays down the rules of the game for professionals and
the market.

Matured over the last three years, the ecosystem now comprises 27 benches of NCLT, 2800
IPs, 3 insolvency professional agencies, 54 insolvency professional entities, one information
utility, 2300 registered valuers and 11 registered valuer organisations. The professionals and
market participants are learning on the job and are evolving best market practices. Debtors
and creditors alike are undertaking corporate processes. About 2000 corporates, some of them
having very large non-performing assets, have been admitted into corporate process. About
600 of them have completed the process either yielding resolution plans or ending up with
liquidation. Details are presented in the Table below. Another 500 firms have commenced
voluntaryliquidation.

The resolution plans have yielded about 188 per cent of liquidation value for FCs." They are
realising on an average 43 per cent of their claims through resolutions plans under a process
which takes on average 340 days and entails a cost on average of 0.5 per cent, a far cry from the
previous regime which yielded a recovery of 25 per cent for creditors through a process which
took about 5+ years and entailed a cost of 9 per cent. It is important to note that this realisation,
not being an objective of the Code, is only a bi-product of revival of failing firms. Beyond revival
of firms, the Code has ushered in significant behavioural changes resulting in substantial
recoveries for creditors outside the Code and improving performance of firms. Therefore, it is
important to consider what happens in the processes under the Code and what happens on
account of the Code.

* Chitra Sharma and Ors. v. Union of India and Ors, [WP (C) Nos. 744, 782, 783, 803, 860 & 950-2017; 511-2018 & SLP (C) Nos. 24001, 24002, 36396 &
33267-2017].; Arcelor Mittal India Private Limited v. Satish Kumar Gupta and Ors., (2019) 2 SCC 1 (hereinafter "Arcelor Mittal"); Swiss Ribbons

° Pioneer Urban Land and Infrastructure Limited and Anr. v. Union of India & Ors.,[Writ Petition (Civil) No. 43 of 2019].

“Ibid.

" Quarterly Newsletter of the IBBI-, April-June, 2019, Vol. 11.
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Table : Corporate Insolvency Resolution Processes (Number)

Quarter CIRPs at Admitted Closure by CIRPs

the beginning Appeal/ Withdrawal Approval Commencement at the

of the Review/ under of of end of
Quarter Settled Section 12A Resolution Liquidation the

Plan* Quarter

Jan- Mar, 2017 0 37 1 0 0 0 36
Apr-Jun, 2017 36 129 8 0 0 0 157
July-Sept, 2017 157 233 18 0 2 8 362
Oct-Dec, 2017 362 147 38 0 7 24 440
Jan-Mar, 2018 440 195 20 0 11 59 545
Apr-Jun, 2018 545 247 20 1 14 52 705
Jul-Sept, 2018 705 241 29 27 31 86 773
Oct-Dec, 2018 773 275 8 36 16 78 910
Jan-Mar, 2019 910 372 20 19 17 81 1145
Apr-Jun, 2019 1145 286 12 18 22 87 1292
Total NA 2162 174 101 120 475 1292

* These exclude 3 resolutions which have since yielded into liquidation

FREEDOM TO EXIT

Mainstream economic thought believes that at any point of time, human wants are unlimited
while the resources to satisfy them are limited .The central economic problem, therefore, is
inadequacy of resources vis-a-vis ever-increasing, unlimited wants. Mainstream legal thought
believes that as a person moves from natural state to economic state, it loses some degree of
freedom .The central legal problem, therefore, is inadequacy of freedom to pursue economic
interests meaningfully. Thus, there are twin inadequacies of resources and freedom: resources
arelimited, so also is freedom. There are twin adequacies too: resources have alternative uses,
and firms pursue self-interests. An economy thrives when the self-interested firms have
maximum possible freedom to shift resources to more efficient uses continuously and

seamlessly.
Freedom unleashes and realises the full potential of every firm and every resource in

the economy. Itis well established that economic freedom and economic performance have
a very high positive correlation. Countries having a high level of economic freedom
generally outperform the countries with not-so-high level of economic freedom. It has,
therefore,been the endeavour of countries all over the world to provide the right
institutional milieu that (a) provides, promotes and protects economic freedom, and (b)
regulates such freedom only to the extent it is necessary for addressing market failure(s). In
other words, the endeavour is to have better business regulations that make it easier for firms

todobusinessin the economy.
A firm needs freedom broadly at three stages of a business - to start a business (free

entry), to continue the business (free competition) and to discontinue the business (free
exit).This enables new firms to emerge continuously; and they do business while they are
efficient and vacate the space when they are no longer efficient. The first stage ensures
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allocation of resources to the most efficient use, the second stage ensures efficient use of
resources allocated, and the third stage ensures release of resources from inefficient uses. This
ensures the most efficient use of resources and consequently optimum economic well-being.

The economicreform typically endeavours to provide economic freedom at these three stages.
The reforms in India in the 1990s focused on freedom of entry. It ushered in liberalisation,

privatisation and globalisation. It dismantled the license-permit-quota Raj,"” when
discretionary license gave way to an entitlement of registration. It allowed firms meeting the
eligibility requirements to raise resources, without requiring any specific approval from the

State, to facilitate freedom of entry.
The reforms in the 2000s focused on creating a free and fair market competition. It moved

away from control of monopoly of firms to promote competition among firms at marketplace.
Size or dominance, per se, was no longer considered bad, its abuse was. The reforms provided a
level playing field and competitive neutrality and prohibited firms from restricting the

freedom of other firms to do business.
The index of economic freedom, which measures the degree to which the policies and

institutions of an economy are supportive of economic freedom, has substantially improved
for India since the 1990s. The outcome has been astounding. The average growth rate in the
post reforms period since 1992 has been more than double of that in the pre-reforms period.
Today, India is the fastest-growing, trillion-dollar economy and the sixth largest in the world.
The Indian economy moved from socialism with limited entry to 'marketism’ without exit,

leading to substantial cost of impended exit"® After having commenced business, a firm in a

market economy fails to deliver, as planned, mostly on account of competition and innovation:
(a) The firm belongs to an industry where business is no more viable for exogenous reasons

such as innovation. Most such firms have economic distress and are generally unviable. The
only option available is to release the resources of the firm for other competing uses and the
entrepreneur to pursue emerging opportunities. A few of these firms may, however, have

resources to change the business and become viable.
(b) The firm belongs to an industry where other firms in the industry are doing well, but the

firm in question is not doing well for endogenous reasons such as inability to compete at
marketplace. Most such firms have only financial distress, not being able to meet financing
costs and are generally viable. It is necessary to rescue the firm well in time from the clutches of
current management and put it in the hands of a credible and capable management to avoid
liquidation. A few of these firms may have significantly depleted resources and become

unviable.
The World Economic Forum identifies three broad sources of growth, namely, (a) factor

endowments and institutions, (b) competition, and (c) innovation, while classifying economies
into five classes according to their stages of development' Where the reliance on competition
and innovation is relatively less, say less than 40 per cent, the economy is in the first stage of
development, typically yielding a per capita GNP of less than USD 2000 and where the reliance
on competition and innovation is significant, say more than 80 per cent, the economy is in the
fifth stage of development, typically yielding a per capita GNP of at least USD 17000. The level of

> A term coined by C. Rajagopalachari for bureaucratic system of granting licences and permits for new commercial ventures.
** Economic Survey, Ministry of Finance, Government of India, 2015-16.
** The Global Competitiveness Report, World Economic Forum, 2017-18.
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competition and innovation explains much of the distance in per capita GNP from USD2000 to
USD 17000. Competition helps efficient firms to drive out inefficient firms; innovation helps
new order to drive out old order. Thus, competition and innovation both carry the germs of
firm failure. The higher the intensity of competition and innovation, the higheris the incidence
of firm failure. Since competition and innovation are two main sources of growth in a market

economy, itis necessary to have a mechanism to smartly deal with the failures.
In case of failures arising from either competition or innovation, the resources at the

disposal of the firm are underutilised and the management/entrepreneur has failed. Where a
firm remains in such a state for long, its balance sheet gets stretched. Such failure by many
firms, particularly large ones, impacts the balance sheets of creditors, particularly banks. This
reduces the availability of funds with the creditors, limiting their ability to lend for even
genuinely viable projects, thus restricting credit growth . The impact is pronounced where
some firms deliberately fail to repay loans. Thus, what emerged in the middle of this decade,
popularly referred to as the Twin Balance Sheet problem®, where both the banks and firms
were reeling under the stress of bad loans, thereby, hindering overall economic growth.

Given that the resources are scarce, and failures are routine in a dynamic market

economy, India needed a codified and structured market mechanism to put the underutilised
resources to more efficient uses continuously and free entrepreneurs from failure. The Code
provides such a market mechanism for (a) rescuing a failing, but viable firm; and (b)
liquidating an unviable one and releasing its resources, including entrepreneur(s), for
competing uses, and thereby provides the freedom to exit, the ultimate freedom.

THE INSOLVENCY AND BANKRUPTCY CODE, 2016

The objective of the Code is time-bound reorganisation and insolvency resolution of firms for
maximisation of value of assets of the firm concerned, to promote entrepreneurship and
availability of credit and balance the interests of all its stakeholders. The first order objective is
resolution. The second order objective is maximisation of value of assets of the firm and the
third order objective is promoting entrepreneurship, availability of credit and balancing the
interests. This order of objectives is sacrosanct’® The Code bifurcates and separates the
interests of the firm from that of its promoters / management with a primary focus to ensure
revival and continuation of the firm by protecting it from its own management and from a

death byliquidation. " Itis the mandate of the nation* It is a paradigm shift in the law ™
The CIRP under the Code endeavours to achieve its stated objectives. A threshold amount

of default entitles a stakeholder to trigger CIRP of the firm and if triggered, the firm moves
away from 'debtor-in-possession’ to 'creditor-in-control’; management of firm and its assets
vest in an IP, who runs the firm as a going concern, and a committee of creditors (CoC) is
constituted to evaluate options for the firm. The IP invites feasible and viable resolution plans
from eligible and credible resolution applicants for resolution of insolvency of the firm. If the
CoC approves a resolution plan within the stipulated time with 66 per cent majority, the firm

* Supra note 13

¥ Binani Industries Limited v. Bank of Baroda & Anr., [CA (AT) No. 82,123,188,216 & 234 -2018] (hereinafter “Binani Industries”).
' Swiss Ribbons, supra note 6.

** DF Deutsche Forfait AG and Anr v. Uttam GalvaSteel Ltd., [C. P. No. 45/I&BP/NCLT/MAH/2017]

* Innoventive Industries Ltd. supra note 7.
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continues as a going concern. If the CoC does not approve a resolution plan with the required
majority within this period, the firm mandatorily undergoes liquidation. The Code tries, by
divesting the erstwhile management of its powers and vesting it in a professional, to continue
the business of the firm as a going concern until a resolution plan is drawn up. Then the
management is handed over under the plan so that the firm can pay back its debts and get back
on its feet. All this is done within a period of six months with a one-time extension of up to 90
days or else the chopper comes down and the liquidation process begins™

Strategy of the Code
The strategy under the Code includes the following elements:

A. The Code has strong focus on prevention. It requires that only credible and capable
persons can submit resolution plans. This means that persons having any of the specified
ineligibilities cannot submit resolution plans. India has a unique concept of promoter who also
controls management. Some of them may have specified in eligibilities and hence may not be
eligible to submit resolution plans. Even if one is eligible, it may not submit the most
competitive plan or the CoC may opt for liquidation. In such cases, the existing promoter and
management may lose the firm for ever. With the Code in place, ownership of firms is not a
divineright.

The credible threat of a resolution process that may shift the control and management of
the firm away from existing promoters and managers, most probably, for ever, deters the
management and promoters of the firm from operating below the optimum level of efficiency
and motivates them to make the best efforts to avoid default. Further, it encourages the debtor
to settle default with the creditor(s) at the earliest, preferably outside the Code. There have
been thousands of instances where debtors have settled their debts voluntarily or settled
immediately on filing of an application for CIRP with the AA before the application is admitted.
There are also settlements after an application is admitted® The Code has thus brought in
significant behavioural changes and thereby redefined the debtor-creditor relationship. With
the Code in place, the defaulter's paradise is lost* Repayment of loan is no more an option; it is

anobligation.
On the other hand, the creditor knows the consequences of default by a debtor, if

insolvency proceeding is not initiated or the insolvency is not resolved. It is motivated to resort
to more responsible (meritocratic) lending to reduce incidence of default. Further, although a
creditor has the right to initiate a proceeding under the Code as soon as there is a default of the
threshold amount, it is not obliged to do so at the first available opportunity, if it has reasons for
the same. It cannot, however, defer the initiation of proceeding indefinitely, allowing
ballooning of default. It needs to explain to itself and its stakeholders why it initiated an
insolvency proceeding or why it did not, in case of a default, and suffer consequences of its
actions of omission or commission. Consequently, there would never be a high value default if
this law exists on the statute book. This is another dimension of prevention. The scheme of

* Ibid.
* Lokhandwala Kataria Construction Private Limited v. Nisus Finance and Investment Managers LLP, (Civil Appeal No. 9279/2017)
* Swiss Ribbons, supra note 6.
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incentives and disincentives under the Code has brought in behavioural changes which would
minimise the incidence of default in the days to come and most defaults would be resolved
outside the Code. Going forward, the use of the Code would be minimal.

B. The Code envisages a market mechanism to rescue a failing, viable firm as it may not
always be possible to prevent genuine failures in the face of competition and innovation,
despite the best efforts and the most desirable behavioural changes. If there is a resolution
applicant who can continue to run the firm as a going concern, every effort must be made to try
and see that this is made possible.” The Code is a beneficial legislation which puts the
Corporate Debtor (CD) back on its feet, not being a mere recovery legislation for creditors.” It
envisages resolution of insolvency and not a recovery proceeding to recover the dues of the
creditors.” It does not envisage sale or liquidation of the firm for recovery of loan” In fact, it
attracts penalty if the process under the Code is abused for purposes other than the purposes of

the Code.”
(i) The Code endeavours resolution of insolvency at the earliest, preferably at the very first

default, to prevent it from ballooning to un-resolvable proportions. In early days of default,
enterprise value is typically higher than the liquidation value and hence the stakeholders
would be motivated to resolve insolvency of the firm rather than liquidate it. Therefore, it
entitles the stakeholders to initiate CIRP as soon as there is threshold amount of default. It also

requires the AA to commence a CIRP within 14 days of receipt of an application for the same.
(ii) The Code mandates resolution in a time-bound manner, as undue delay is likely to

reduce the enterprise value of the firm. When the firm is not in sound financial health,
prolonged uncertainty about its ownership and control may make the possibility of resolution
remote. Time is the essence of the Code. It is mandatory to complete a CIRP within 180 days,
extendable by a one-time extension of up to 90 days.” The regulations provide a model time line
for each task in the process, which needs to be followed as close as possible.” The Code requires
that a CIRP shall mandatorily be completed within 330 days, including any extension of time as

well as any exclusion of time on account oflegal proceedings.
(iii) The Code envisages resolution of the firm as a going concern, as closure of the firm

destroys organisational capital and renders resources idle till reallocation to alternate uses
and makes the possibility of resolution remote. It, therefore, facilitates continued operation of
the firm as a going concern during CIRP. It makes available a cadre of competent and
empowered IPs to manage the affairs of the firm under resolution as a going concern, to protect
and preserve the value of its property, help in retrieval of value lost through fraudulent and
preferential transactions and assist the CoC to arrive at the best resolution plan. It mandates
the firm, its promoters and any other person associated with its management to extend all
assistance and cooperation to the IP. It envisages information utilities to make available
authentic information required for completing the process expeditiously. It enables raising
interim finances and includes the cost of interim finance in insolvency resolution process cost,

* Arcelor Mittal, supra note 8.

** Swiss Ribbons, supra note 6.

* Prowess International Pvt. Ltd. v. Parker Hannifin India Pvt. Ltd., [CA (AT) No. 89-2017].

* Binani Industries, supra note16.

# Unigreen Global Private Limited., [CP No. IB- 39 (PB)-2017].

* MJs. Surendra Trading Company v. M/s. Juggilal Kamlapat Jute Mills Company Limited & Ors., [CA No. 8400-2017].
* Arcelor Mittal, supra note 8.
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which has super priority. It envisages moratorium on institution or continuation of suits or
proceedings against the firm during the resolution period. It prohibits suspension or
termination of supply of essential services to the firm to keep it going. It prohibits any action to
foreclose, recover or enforce any security interest during CIRP and thereby prevents a

creditor(s) from maximising itsindividual interest.
(iv) The Code envisages a collective mechanism for resolution of insolvency. It enables any

FC to initiate CIRP even when the firm has defaulted to another FC. This prevents the debtor
from granting preferential treatment to a more vocal creditor, while ignoring the less vocal
ones. It does not envisage termination of the process even if claims of the creditor concerned
are satisfied. Once admitted into CIRP, other creditors have a right to file their claims. Thereby,
the nature of insolvency proceeding changes to a representative suit and it is no more a lis
between a creditor and the firm.” Therefore, they alone do not have the right to withdraw the
insolvency petition even if the dues of the creditor concerned have been settled. The law,

however, allows withdrawal with the approval of the CoC by 90 per cent of voting power.
(v) The Code calls for a team effort to resolve insolvency. There are many players having

defined, complementary roles for completion of the process. It is a team responsibility to
complete the process in time, though one has the prime responsibility for a task in the process.
The insolvency proceeding is not an adversarial proceeding. There is no pleading or defending
party, and the terminologies like petitioner, respondent, plaintiff, and defendant are not

present under the Code.”
(vi) The Code provides for the best sustainable resolution. It requires the IP to provide

complete, correct and timely information about the firm to resolution applicants for design of
resolution plans and to detect avoidance transactions. It envisages only credible and capable
persons to propose competing, viable and feasible resolution plans and empowers the CoC to
choose the best of them. It envisages limitless possibilities of resolution through a resolution
plan, including restructuring by way of merger, amalgamation or demerger. A resolution plan
may entail a change of management, technology, or product portfolio; acquisition or disposal of
assets, businesses or undertakings; restructuring of organisation, business model, ownership,

balance sheet; strategy of turn-around, buy-out, acquisition, takeover; and so on.
(vii) The Code segregates commercial aspects of insolvency resolution from judicial aspects

and empowers the stakeholders of the firm and the AA to decide matters within their respective
domain expeditiously. It puts the entire process at the disposal of the stakeholders and
motivates them with incentives and disincentives to complete the process at the earliest. The
consideration of resolution plans and approval of the best of them requires two abilities,
namely, the ability to restructure the liabilities and the ability to take commercial decisions. In
contrast with the operational creditors (OCs), the FCs generally have the resilience to wait for
realisation of their dues post reorganisation and the ability to determine if a resolution plan
will achieve the objectives of the Code. In view of their abilities, the CoC comprises FCs. The
commercial decisions of the CoC are not generally open to any analysis, evaluation or judicial
review by the AA or the appellate authority.” The commercial aspects include the manner of

* Parker Hannifin India Private Limited., [CP (IB) No. 150-KB-2017].
* Supra note 18.
* K. Sashidhar v. Indian Overseas Bank & Ors., 2019(3) SCALE 6.
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distribution of realisations under the resolution plan.”
(viii) The Code balances the interests of stakeholders in the resolution process. It assumes

significance as the firm undergoing CIRP may not have enough at the commencement of CIRP
to satisfy the claims of all stakeholders fully. It provides specific balances, such as minimum
payment to OCs in priority over FCs and for dissenting FCs. It aims to balance the interests of all
stakeholders and does not maximise value for FCs.* It incorporates the principle of fair and

equitable dealing of OCs' rights.*
(ix) The Code requires the resolution plan to be in compliance with all applicable laws of

the land and it must be implementable. The IP needs to certify this, and the AA needs to be
satisfied. Otherwise, the plan may not be implementable, and the purpose of resolution is
defeated. The Code provides severe penal consequences if an approved resolution plan is not

implemented.”
(X) A resolution approved by the AA is binding on all stakeholders, including central

government, state governments and any local authority to whom the CD owes debt under any
law.

C. The Code facilitates creative destruction. For a market economy to function efficiently,
the process of creative destruction should drive out failing, unviable firms continuously. It was
not happening hitherto in the absence of an effective mechanism. Quite a few firms got stuck
up in ‘chakravyuaha'” of unsustainable business or with idle assets and no business. The Code
provides a mechanism whereby a failing, unviable firm exits with the least disruption and cost

andreleasesidle resourcesin an orderly manner for fresh allocation to efficient uses.
Although a default of a threshold amount enables initiation of resolution process, it does

not imply that the firm has failed, or that it is unviable. There is no precise mathematical
formula to identify a firm as an unviable one. The market may wrongly punish a viable firm, by
mistaking it as unviable and vice versa, because of market imperfections. Accordingly, it may
push a viable firm to closure and conversely, allow an unviable firm to survive. Rescuing an
unviable firm may not be of great concern as it would be a matter of time bhefore it is closed.
Closing a viable firm, on the other hand, is of grave concern as it impacts the daily bread of its
stakeholders and it cannot be revived later. Similarly, there is no mathematical formula to
identify a resolution applicant as credible and capable and a resolution plan as viable and
feasible. Based on this premise, the Code has adopted a very cautious approach and provides
an opportunity to the market to rectify a mistake where it has made a wrong assessment or
decision.

The Code provides for initiation of a process for resolution; it does not enable initiation of
liquidation process directly. It promotes resolution over liquidation.” After CIRP is initiated, if
the market discovers that the process should not have been initiated, the Code allows
termination of process with the approval of the CoC by 90 per cent of voting power before
constitution of CoC, after constitution of CoC but before invitation of Expression of Interest, or

*Section 30(2)(b), as amended by the Insolvency and Bankruptcy Code (Amendment) Act, 2019.

*Binani Industries, supranote 16.

* Swiss Ribbons, supra note 6.

* Corporation Bankv. Amtek Auto Ltd. & Ors., [CP (IB) No. 42-Chd-Hry-2017].

“Ttis a mythological multi-layer formation from which it is difficult to get out., Economic Survey, Ministry of Finance, Government of India,
2015-16.

* Preamble to the Insolvency and Bankruptcy Code (Amendment) Ordinance, 2018.
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after invitation of Expression of Interest in exceptional cases, on an application made by the
applicant.” During the process, the stakeholders endeavour to rescue the firm through a
resolution plan. The CoC may at any time decide to liquidate a CD, even before preparation of
information memorandum, where running the entire CIRP is an empty formality and
liquidation maximises the value. Liquidation process commences only on failure of resolution

processtorevive the firm.
Even after an order for liquidation is issued, the law enables compromise or arrangement

based on an application of a member, a creditor or the liquidator. In several matters, the NCLAT
has directed to attempt a compromise or arrangement.” Many recent orders of the NCLAT have
directed the liquidators to make efforts to sell the firm as a going concern or the business of the
firm as a going concern to protect the interests of stake holders.” On failure of compromise or
going concern sale, theliquidator may proceed to sell the assets in bits and pieces.

CONCLUSION

The Code is still at its nascent stage. The work relating to individual insolvency, cross border
insolvency, group insolvency, and valuation profession has begun in right earnest. As the
process matures in the days to come, the insolvency regime is expected to impact not only 'ease
of doing business', but also overall economic growth. The Code would boost economic growth

through three main routes.
Firstly, the failure of business dampens entrepreneurship if it is onerous for an

entrepreneur to exit a business. By rescuing viable businesses through CIRP and closing non-
viable ones through liquidation, the Code releases the entrepreneurs from failure. It enables
them to get in and get out of business with ease, undeterred by genuine business failures. As
more and more potential entrepreneurs recognise this, the Code would promote

entrepreneurship.
Secondly, when a firm fails, it typically defaults in service of debt obligations. As many

firms default, the availability of funds with the creditor declines, limiting thereby its ability to
lend for even genuinely viable projects. On the other hand, low and delayed recovery pushes up
the cost of lending, and consequently, credit becomes available at a higher cost at which many
projects may become unviable. Through provision for resolution and liquidation, the Code
reduces incidence of default, and enables creditors to recover funds either through revival of
the firm or sale of liquidation assets. It incentivises creditors - secured and unsecured, bank and
non-bank, financial and operational - to extend credit for projects and thereby enhances

availability of credit.
Thirdly, default typically reflects relative under-utilisation of resources at the disposal of

the firm as compared to other firms in the industry. The Code ensures optimum utilisation of
resources at all times by preventing use of resources below the optimum potential, ensuring
efficient use of resources within the firm through a resolution plan; or releasing unutilised or
under-utilised resources through closure of the firm and thereby maximising the value of the
firm and in turn. The resources, that are currently unutilised or underutilised or rusting for

* Swiss Ribbons, supranote 6.
“Y. Shivram Prasadv. S. Dhanapal & Ors., [CA (AT) (Insolvency) No. 224 & 286-2018].
* Edelweiss Asset Reconstruction Company Ltd. v. Bharati Defence and Infrastructure Ltd.,[CP-292-1&B-NCLT-MAH-2017]
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whatever reason, can be put to more efficient uses, enabling the growth rate to move up by a
few percentage points.

By liberating the entrepreneur from failure and releasing resources from chakravyuha of
inefficient or defunct firms, for continuous recycling, coupled with improved availability of
credit, the Code has changed the narrative from 'Hopeless End' to 'Endless Hope'.

Sk skskk
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Efficiency of Bankruptcy Institutions

Shubhashis Gangopadhyay'

anks' willingness to lend depends on their ability to get back the money that they have
lent out. Bankslend to risky projects that are able to meet the debt repayment schedule
when they are successful but are unable to meet the banks' claims when they fail. In
classical economics, the rate of interest is sufficient to handle the riskiness of projects with
those that have a higher probability of failure being asked to pay a higher rate of interest
compared to a project that requires the same amount of loan but has a lower probability of
failure. The fundamental assumption here is one of symmetric information - the bank and the

debtor have the same knowledge about the probability of failure associated with the project.
However, in real life and financial markets in particular, information asymmetries are

more the norm than the exception. The debtor has more knowledge of the project than the bank
has. Consider project A and project B where B has a higher probability of failure. Owner of
project A should pay a lower rate of interest than that of project B for the same amount of loan.
Even if the bank is aware of the two types of projects it may not be in a position to know who
owns project A and who owns project B. The two project owners, however, know what type
they own. In such a situation, owner of B may want to masquerade as owner of project A. Since
the bank knows this it plays safe and makes sure that it hands out contracts that assume all
projects are of type B. Or, it demands a greater exposure of the owner, more owner funds or
equity involvement, by restricting its own loans to the project. In other words, fearing project
owner B, the bank giveslessloans than it would have if B-type projects were not around. In such
situations, the rate of interest alone is not the relevant factor in loans. The economics literature
on adverse selection (Stiglitz and Weiss, 1981)” studies this in great detail.

Any project that a lender lends to goes through three broad phases - investment and
creation of assets with initial investment, cash flows resulting from the operation of the asset
thus created and, finally repayment of all outstanding non-shareholder claims. The problem
with lending is that banks lend at the beginning of phase one and get back their full loan
repayment at the end of phase three. The operational decisions in the second phase of the
project are under the control of the management chosen by the shareholders. One part of the
literature on credit rationing shows how moral hazard (Holmstrom and Tirole, 1997°, Tirole,

The paper has benefitted greatly from comments and suggestions by Dr. M. S. Sahoo, on an earlier draft. All remaining errors are mine.

* Stiglitz, Joseph and Weiss, Andrew (1981). Credit Rationing in Markets with Imperfect Information. The American Economic Review, 71(3), pp. 393-410

° Holmstrom, Bengt and Tirole, Jean (1997). Financial Intermediation, Loanable Funds and the Real Sector. The Quarterly Journal of
Economics, 112(3), pp. 663-91
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2006%), or opportunistic behaviour by the debtor in the second phase, is an important
determinant of banks' willingness to lend. More is the ability of banks to anticipate and prevent
moral hazard greater will be the bank's willingness to lend. By opportunistic behaviour we
mean actions taken by the debtor, in the second phase of the life-cycle of a project, that transfer
value away from thelender to the shareholders.

In addition to probability of default onloans and the presence of asymmetric information,
there is a third factor that determines the terms and conditions under which a bank lends. This
is the set of rules that govern the distribution of assets in a failed project. The rules and the
procedures implementing them constitute the bankruptcy institution. This kicks in only when
a project becomes insolvent and enables the bank to anticipate the extent of default when the

debtorisunable to pay the full outstanding claim.
Bankruptcy institutions are of both research and policy interest because of their impact on

bank's willingness tolend. This is of special significance in an economy where employment and
growth, through the financing of new and on-going businesses are major development
concerns. A sustainable financial market institution that enables a larger measure of positive
net present value projects to be implemented is considered better than one that is either not
sustainable or, reduces the amount of funds available to business. The degree of willingness to
lend is measured by the extent of credit rationing by banks. If banks are flush with funds,
classical economics suggests that price of borrowing, or the interest rate on loans, should come
down to encourage borrowers to increase their demand for loans. However, we have seen how,
because of asymmetric information between borrowers and lenders, interest rates alone do
not determine the demand and supply of loans. In other words, excess supply is not sufficient
for the price (i.e., the rate of interest) to fall and mop up the excess supply of loans. This is clearly
an inefficiency as banks make less profit than they can as they end up with unutilised funds.

This, in turn, slows down the growths of both employment and income.
Financial market infrastructure performs three fundamental roles in the real economy:

run the payment system, channel savings to new investment and, reallocate failed investments
to new investments with positive returns. The ease with, or the cost at, which the third happens
is a function of the bankruptcy institution. Maksimovic and Phillips (1998)°, Wihlborg,
Gangopadhyay and Hussain (2001)° and Bernstein, Colonnelli and Iverson (2018)’ study the

efficiency of different bankruptcy systems in the world.
To appraise the efficacy of the bankruptcy institution, it is important to distinguish

between two opposing forces that affect efficiency of investment during bankruptcy or, when a
firm becomes insolvent. A firm is insolvent at any time when it is unable to meet a financial
obligation thathas become due at that point in time. Economists often refer to an insolvent firm
as a distressed firm and distinguish between two types of distress. A firm is said to be in
economic distress when its net present value (NPV) has become negative. In this definition of
distress there isno reference to the firm having missed a financial obligation or, being declared
insolvent because of a default.* When calculating the NPV of a firm, or a project, all the future

* Tirole, Jean (2006). The Theory of Corporate Finance. Princeton University Press. Princeton. New Jersey
° Maksimovic, V. and Phillips, G. (1998). Asset Efficiency and Reallocation Decision of Bankrupt Firms. Journal of Finance, 53(5), pp. 1495-1532
° Wihlborg, Clas, Gangopadhyay, Shubhashis and Hussain, Qaizar (2001). Infrastructure Requirements in the Area of
Bankruptcy Law. Brookings-Wharton Papers on Financial Services, pp. 281-329
" Bernstein, S., Colonnelli, E. and Iverson, B. (2018). Asset Allocation in Bankruptcy. Journal of Finance, 74(1), pp 5-53
* This distinction will become clear soon.
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netreturns (revenue minus cost) from the project are taken into consideration and discounted
to the present. If thisis negative, the NPV isnegative. In economics, the project costincludes the
opportunity cost of investment. Often when the value of an on-going project is calculated, the
opportunity costis not taken into account.

Suppose A runs a taxi company and has drivers and cars as assets (as well as dedicated
customers). And, suppose A has a small amount of outstanding debt and little capital cost
because her taxis are depreciated out and the revenue A earns is sufficient to service her debt,
maintain the fleet of cars and pay her drivers enough to make them continue with her.
However, because of Uber and commercial car leasing companies emerging on the scene, A is
better off closing down her company, pre-paying her loan and starting an entirely new
business. If A is considering only the net cash flow as her net returns, her company is both
solvent and has positive value. If, however, A takes the opportunity cost of her managerial
effort and time (i.e., the higher profit her time and effort will earn her in some other business),
her company is of negative NPV. This is an example of a company that is solvent (for A can meet

allher financial obligations) but in economic distress (since his NPV is negative).
Alternatively, a firm is in financial distress when it has defaulted on a payment

obligation thathasbecome due. Again, consider A’s taxi company butin this example, Ais doing
aroaring business. A is also a good financial manager of her company and does not keep excess
liquidity lying around. A is supposed to make a debt repayment by the end of day today and A’s
usual daily revenue and planned liquidity are together sufficient to make that payment.
However, due to unexpected circumstances, the petrol stations shut down for the day, making it
impossible for her to run her taxis and earn her usual daily revenues. The little revenue that
she makes today and the accumulated liquidity together are not sufficient to pay the loan
instalment that is due by the end of day. It is possible for the bank to claim that she has defaulted

and take her to the bankruptcy court.
In such a scenario, if capital, or financial markets are perfect, it would be possible for A to

raise a new loan to pay her dues to the erstwhile lender. The new lender would be willing to
extend the loan to A as it knows that her business is of positive NPV and A will be able to pay it
back. All that A has suffered is a shock to her cash flow and a day's revenue losses will be easily
made up in the future. At one point of time in such a scenario, A is staring at her erstwhile
creditor getting her declared as an insolvent firm by the end of day. If she cannot arrange for the
new loan to repay her due payments (because of imperfect capital markets) A becomes an

example of a company in financial distress but with positive NPV.
Economic efficiency demands that her taxi company in economic distress be wound up,

or liquidated, while in the second case (financial distress but positive NPV), her taxi company
continues either with her or with some other management. To make matters more
complicated, companies could be in both financial and economic distress. An efficient
bankruptcyinstitution ensures that an efficient outcome is more likely.
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Table below categorises the various issues involved here.

Table: Types of Distress and Efficient Action

State Definition Efficient Action

Economic Distress The NPV of assets is negative under any Piecemeal liquidation of assets
management team

The NPV of assets is positive under a Sale of assets as a 'going concern'
different management team to enable a change of management
Financial Distress The present value of cash flows is positive ~ Debt reduction along with restructuring
but it is lower than the value of claims by and/or ownership change, if value of
non-shareholders assets there by can be enhanced
Liquidity-problem Debt-rescheduling, Liquidity-
enhancement

Source: Wihlborg, Gangopadhyay, Hussain (2001)

In only one of the four possible cases of distress liquidation is most efficient. This is because, in
principle, the whole is larger than the sum of its parts. When a company is closed down, or
liquidated, the intangible assets of the erstwhile company are dissipated. The most important
loss comes from the dismantling of the 'team of workers'. This is a recognition of the fact that
employees work in teams and the gains made by them through coordination, specialisation
and complementarity are lost when they are broken up. Consequently, an efficient bankruptcy
institution is one that engenders a low likelihood of liquidation (i.e., liquidate only when
necessary) and a high likelihood of reorganisation or capital restructuring, thus keepingitasa

going concern.
One thing that has been widely observed is that the longer it takes for companies to pass

through the bankruptcy process, the greater is the loss of asset value. This is usually proxied by
the proportion of outstanding claims in an insolvent company that is recovered at the end of
the bankruptcy process. Consequently, the two quick measures that economists use to compare
the performance of different bankruptcy institutions are (a) extent of recovery and (b) the time
ittakes for the bankruptcy process to be completed.

ROLE OF THE CODE

India passed a comprehensive and new Insolvency and Bankruptcy Code (Code) on May 28,
2016. Prior to this, institutional debt defaults were handled through a number of different
laws and regulations, like the Sick Industrial Companies (Special Provisions) Act, 1985
(SICA); the Recovery of Debts Due to Banks and Financial Institutions Act, 1993 (RDDBFI); the
Securitisation and Reconstruction of Financial Assets and Enforcement of Securities Interest
Act, 2002 (SARFAESI); and the Companies Act, 2013. In addition, for companies above a certain
size, the High Courts had to be involved, especially in winding up decisions. The existence of
these various laws made for a confusing and inefficient process and meant that people could
file cases in different courts and tribunals delaying the restructuring process of bankrupt
companies. The Code, being a uniform code, was meant to reallocate assets more efficiently
and quickly.
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The Code was drawn up with the objective to 'consolidate and amend the laws relating to
reorganisation and insolvency resolution of corporate persons, partnership firms and individuals
in a time bound manner for maximisation of value of assets of such persons, to promote
entrepreneurship, availability of credit and balance the interests of all the stakeholders including
alteration in the order of priority of payment of Government dues and to establish an Insolvency
and Bankruptcy Board of India (IBBI), and for matters connected therewith or incidental thereto’.’
Notice the stress on efficiency, the promotion of entrepreneurship and increasing the

availability of credit in the objective of the Code.
Any unpaid creditor can approach the National Company Law Tribunal (NCLT), the sole

judicial Adjudicating Authority for matters related to insolvency, which is effectively the
bankruptcy court. Once the company is registered at the NCLT, it appoints an interim resolution
professional (IRP) suggested by the applicant. A resolution professional (RP), who could also be
the IRP, is appointed after the IRP submits its report (within 30 days). The (resolution process) is
required to come up with a plan within 270 days of the registration of the insolvency
proceedings. The objective of the resolution process is to come up with a restructuring of the
claims that are acceptable to creditors. Only when that is not possible, will the company be

liquidated. Clearly, the focusis on continuance, rather than abandonment, of the project.
From its inception in 2016 till the end of 2018 (the Code was implemented in December

2016), the Code has helped recover Rs. 1210 million in 61 big corporate debtors (CDs). The
recovery rate is 46 per cent compared to 26 per cent under the previous bankruptcy regime.
Within the first 2 years, 115 cases had completed the resolution process of which 92 were
liquidated and 23 were reorganised through what has come to be known as the corporate
insolvency resolution process (CIRP). The CIRP ends with either a resolution plan or an order
for liquidation and liquidation commences only after CIRP has failed. The CIRP cases have
taken an average of 243 days; while the average time for the liquidation order was 224 days.

The Code had seta target of 270 days by which the resolution process was to be completed.
The decision to accept the resolution plan or go for liquidation is taken by the Committee of

Creditors (CoC). The Code distinguishes between financial creditors (FCs) and operational
creditors (OCs). Simply put, the FCs give investment loans while OCs are more like suppliers
who are yet to be paid. According to the Code, only FCs are a part of the CoC with voting rights
which are in proportion to their outstanding dues. The directors of the company and OCs (if
their dues are more than 10 per cent of the total outstanding debt) can sitin the meetings butdo

nothave voting rights. Itis the CoC thatreceives, evaluates and votes on resolution plans.
The average realisation of FCs through CIRP was Rs. 215 crore (49.70 per cent of their

outstanding claims). The first thing that is done before the resolution process begins is
estimating the liquidation value of the CD. If these cases had ended in liquidation, the value
received by the FCswould have been Rs. 119 crore (27 per cent of their outstanding claims). This
is a rough and ready measure suggesting that the issues raised in Table above have been

adequately addressed.
A better picture emerges if we take more recent data. Between January, 2017 and June,

2019 (i.e. in 2.5 years), 2162 companies went through the CIRP under the Code. Of these, 870

° Long title of the Insolvency and Bankruptcy Code, 2016
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have seen closure and 1292 are still in process. Of those where the resolution process is on-
going, 445 or 34 per cent have gone through more than 270 days. This is largely because the
process is halted by various entities appealing to courts against the decisions taken, or the
processes followed, by the RP. Ours is a 'rule oflaw’ society and parties who feel aggrieved have
a right to go to the court. The court, through its various judgments and directions, creates the
case law that sets the precedent for future disputes. Once the dust settles, there will be less
uncertainty in the process and its outcomes and the CIRP under the Code will become smoother
and faster.

Of those with closure, liquidation has been recommended in 475 cases, i.e. in 55 per cent
of the cases. This may be misconstrued as a bankruptcy process that liquidates a majority of
insolvent companies. In economics, restructuring is always better than liquidation especially
if, restructuring is accepted by creditors over liquidation. This signals that the restructured
entity has greater value than the liquidation of the erstwhile insolvent entity. Recalling Table
above, liquidation, after all, is only one of the four possible efficient actions. However, what
must be kept in mind when looking at these figures is 348 of the 475 (or 73 per cent of
liquidation) cases are for companies that were already in Board for Industrial and Financial
Reconstruction (before the Code came into effect). These were largely defunct entities with
outstanding claims but with little more than scrap value. If these 348 cases are removed, we
then have 522 closures, of which 127, or 24 per cent were liquidated.

A successful resolution plan needs the votes of at least 66 per cent of the CoC. If no
resolution plans are proffered or accepted by the CoC then the firm is liquidated. The resolution
plan could be a restructuring of the outstanding claims with or without a fresh inflow of equity
or, liquidation.

The Code came into effect when the bankruptcy institutions were in limbo. As mentioned
above, anumber of competing legislations were being exploited by vested interests resulting in
large amounts of valuable capital being stuck in some dispute or the other. The total non-
performing assets (NPAs) of public sector banks totalled USD 110 billion, as of September, 2017.
The real problem, however, is better illustrated by the situation that prevailed as of October 31,
2015 and before the Code was enacted, which was as follows:

* There were 4,636 cases of winding up pending in court, out of which only 955 cases

were less than five years old while a whopping 1274 cases were more than 20 years old.
* What was more ridiculous, perhaps, were the 545 cases of voluntary winding up (.e.,
creditors and debtor had both agreed to liquidate) out of which, again, only 163 were
less than five years in court while 203 of them have been stuck in the court system for
more than 20 years.
* And, the debt recovery rate in India was 26 per cent of unpaid dues, while the OECD
rate, at the same time, was 72 per cent.

A special feature of the Code is that the OCs have no vote in the CoC."” Nevertheless, the OCs
received 66.40 per cent of their outstanding claims in those cases that were resolved through
the CIRP.

* The directors of the CD and OCs can be present in the meetings but may not vote on the resolution process.
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A SPECIAL FEATURE OF THE CODE

A distinctive feature of the Code is that, for the first time, the bankruptcy law has divided
creditors into two groups, viz. FCs and OCs. While FCs offer loans at a rate of interest, OCs supply
services and other inputs during operations and have outstanding payments due from the CD
during insolvency proceedings. This distinction becomes important because in the CoC, where
both types of creditors are present, the OCs do not have any voting rights; only the FCs can vote.

This asymmetry in voting rights in the Code between two groups of creditors resulted in
a number of petitions in courts. Those opposing this feature maintained that this is
discriminatory and puts OCs at the mercy of the FCs. The Committee that was set up to
recommend a new bankruptcy code (that led to the enactment of the Code) had mentioned a
number of reasons for dealing with the two types of creditors differently in the bankruptcy
process. First, most FCs are secured creditors and, in any case, are supposed to be paid off
before unsecured creditors like the OCs. The economics literature argues that, under optimal
contracting (i.e., debt contracts with covenants attached to them), priority rules do not matter
if, once set, they are not changed during insolvency procedures. Contract terms and conditions
are adjusted keeping the priority of the loan in mind at the time of signing the contract. Putting
it simply, the same loan will have different interest rates attached to it if its position in the
priority ladder is different. What creates a problem is tampering with the priority ladder after
ithasbeenset.

Second, the OCs are large in number compared to the FCs but together have a much
smaller exposure to the CD compared to FCs. Clearly, this increases the transaction cost of
decision-making without changing the decision. Why? Given the large voting share enjoyed by
FCs, and the fact they are few in number, it is easier for them to vote as a coalition or, out-vote
the OCs.

Third, and most important, both for economists and for meeting the objective of the
Code, the FCs are more interested in re-organising and restructuring the CD rather than
shutting her down. In other words, FCs have long term interest in the CD's performance while
the OCis interested in being paid, regardless of whether the CD is liquidated or continues as a
new entity.

The Supreme Court upheld all these arguments and ended with a very simple
observation:

'Ultimately, the total flow of resources to the commercial sector in India, both bank and non-bank,

and domestic and foreign (relatable to the non-food sector) has gone up from a total of INR 14530.47

crores in 2016-2017, to INR 18469.25 crores in 2017-2018, and to INR 18798.20 crores in the first six

months of 2018-2019. These figures show that the experiment conducted in enacting the Code is
proving to be largely successful.”™

To understand the rationale even more, consider the following hypothetical example: the FCs
of an insolvent debtor have an outstanding claim of 100 and the operating creditors have a
claim of 50. Suppose there are two resolution plans, A and B, each of which has a bidder who is
willing to pay 125 and 125 is the highest bid. Plan A treats FCs and OCs equally in the pay-out
(i.e., FCs are offered two-thirds (=100/150) of 125 and OCs one-third of 125). Plan B, on the other

"' Swiss Ribbons Pvt. Ltd. & Anr. v. Union of India & Ors., (2019) 4 SCC 17 (Swiss Ribbons)
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hand, pays out 100 to FCs and 25 to OCs. Clearly plan B will be chosen by the CoC and not plan A
since FCs get more under B.” This, in essence, changes the effective priority between FCs and

OCswith the former having superior claims over the asset value of an insolvent CD.
This has raised two issues. First, even though unsecured creditors are treated as one class

in the priority list and contain both FCs and OCs, in effect, as the example above shows, it gives
unsecured FCs claim over that of OCs. This, OCs claimed, is discriminatory and it was not
intended to be such under the Code. Second, they and their supporters pointed out that this will
increase the cost of doing business as suppliers will charge a higher risk-premium and, hence a
higher price because of the lower effective priority under insolvency.

First, what could be the possible justification for introducing such a feature into the Code?
The OCusually gets into the game after the FCs have signed their loan contract with the CD. Also,
inIndia, the OCis, often, a subsidiary, or group company, of the CD. Itis well established that the
firm has better information about the immediate future prospects, compared to the creditors.
In particular, if a company is going to become insolvent soon, the CD will have this information
before the creditor. In the worst possible scenario, the creditor will know only when there is a

defaultonitsloanrepaymentschedule.
Letus go back to the last example cited above. In year ¢, the FC contracted for a debt claim of

100 in year t+2. In year t+1, the CD gets a signal that it will not be able to pay the FC next year. It
can ask one of its group companies to over-invoice the amount of operational credit claim from
50 to 100. If the CD was buying from an unrelated party, it would have bought the material for
50. However, because the OC is a related party (group company), it can decide on a recorded
price of 100. This can be done because it is difficult to find a market price of the material
supplied by the OC. Given the specificity of the materials used in a market of differentiated
products, it is easy to argue that the CD must have some control over its own supply chain and
that would be lost if the debtor goes outside its supply chain. If it can succeed in this over-
invoicing in year t+1, then when t+2 comes and it is unable to meet its debt claim by the FC, it
goes into bankruptcy and gets paid (through its group company) an amount which is 0.5 of 125,
instead of 0.33 of 125. This possibility of manipulation by related parties is recognised by many
countries and it is not unique to India. In India, it may be more prevalent because of imperfect

markets and lack of entrepreneurship.
However, the flip side is also possible as is evident in the now famous matter of Binani

Industries Ltd. v. Rajputana Properties Pvt. Ltd. & Ors™ In the example being considered,
suppose the two plans are X, which offers 90 to the FC and nothing to the OC and plan Y that
offers a total of 100 to be distributed according to the proportion of each of the outstanding debt
of FCs and OCs. Clearly, according to the Code 's voting rules, X will get passed but not Y though Y
maximises the value of insolvent assets. Notice, however, that if the FCs had superior claims
than OCs, then the resolution plan would be reworked in such a way that Y is the plan and FCs
getatleast what they were getting in plan X. Provided, of course, the proposer (funder) of planY

iswilling todo so.
There can be only one reason why the funder may not want to do this. She gains if OCs get
paid more. This implies that the funder's objective is aligned with the OC's objective. And, that

* Indeed, observe that plan B will be preferred by FCs (who alone can decide) even if A has a bid of 130.
* Civil Appeal Nos. 3638-2018
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makes the OC a 'related party' to the funder. And, as the court suggests (in the Swiss Ribbons
case), such 'strategic default' of loans, coupled with over-invoicing by related parties to take
value away from (financial) creditors needs to be plugged. A little reflection will convince
anyone that the voting rules in the CoC coupled with section 29A, does precisely that.

CONCLUSION

While new investment leads to growth and expansion of employment, the process can be
sustained only if capital is re-deployed from economically unproductive use to economically
gainful ones. The efficiency of this function of capital markets is determined by the bankruptcy
institutions. Prior to the Code, the bankruptcy institutions were time consuming and, often,
defunct. The Code is the first attempt in the Indian economy to set this right. The fact that it has
had a positive impact is evident in the large recoveries made by FCs from assets that were tied
up in insolvency processes prior to 2016. And, even after 2016, insolvent companies are being
reorganised much faster than they have ever been. This should improve the credit market
efficiency and, in particular, ease the credit constraints faced by new projects.

Sk skskk






3

The Economics of Bankruptcy Laws
Ajit Ranade

he Insolvency and Bankruptcy Code (Code), passed by the Parliament of India in 2016, is

one of the most important and comprehensive legal reform. For the first time in

independent India, the law formally sets out a bankruptcy and insolvency resolution
framework, and in doing so also strengthens creditors' rights, swinging the pendulum away
from the rights of borrowers, which was the de facto situation earlier. It may be happenstance
that the law which took years to be hammered out was passed when the non-performing assets
(NPAs) problem in banks was mounting alarmingly. The Code will certainly help in resolution
of NPAs, but its long-term and bigger impact will be on unseen behavioural aspects in the
economy. The law as it stands lends transparency and predictability to the resolution process
itself. But its significant impact will be in cases which will never come up for the Code-
mandated resolution, because of the deterrence and change in players' incentives. Thus, in the
coming years, the large measure of success would be in unobserved data, not in the number of
cases that come up for resolution. In the long term, its effect will also manifest in behavior such
as extra effort to avoid repayment default, lesser resources locked up in defaulting or under-

litigation economic activity, and lower cost of credit.
A landmark law with similar intent as the Code was passed in 2002, called the

Securitisation and Reconstruction of Financial Assets and Enforcement of Security Interest Act,
2002 (SARFAESI). That law was limited in its scope as it was aimed at helping banks recover
loans from defaulters. It too aimed at strengthening creditors' rights, in the eternal tug of war
between rights of debtors and creditors. Over the past two decades itis not clear to what extent
that law has been effective, which is perhaps one of the motivation for a comprehensive law
such asthe Code.

Interestingly, the enactment of SARFAESI in India came on the heels of bankruptcy law
reform in the West, which was looking to beef up rights of debtors rather than creditors. In
some ways while the West was looking at diluting some of the creditors' rights, India was
coming from the other end of trying to reduce the stranglehold of debtors. The Bankruptcy
Reform Act of 1978 in the US was a case in point. Prior to the 1978 reform it was easier for
creditors to take debtor firms to full or piece-meal liquidation. There also was a tendency for
many insolvency cases to end up in socially sub-optimal liquidation, due to perhaps hair trigger
action of creditors with excessive powers. Debtors had lesser say. Indeed, in the earlier part of
US history, it wasn't clear whether the constitution even empowered lawmakers to define and
enhance debtors' rights under a bankruptcy law. The debtors' rights were covered only under
'insolvency laws' wherein the debtor had inadequate assets and hence was unable to discharge
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his obligations. After 1978 the debtors' position was slightly stronger, and indeed they now had
an option to file for bankruptcy preemptively as a strategy to fend off creditors or to reorganise
themselves. This law too was amended in 2005 that curtailed debtors' rights with a view to
prevent the abuse of the bankruptcy process. The 1978 Act was amended again in 2015 to
reduce certain timelines, and effectively more curtailment of debtors' rights. The earliest
comprehensive and well-settled bankruptcy code in the US dates back to 1898 (called the
Nelson Act), which underwent a major reform in 1938 (called as the Chandler Act). Thus, the
experience of US bankruptcy law history shows us the dynamic nature of such legislation,
which needs to be tweaked or amended as per evolving and unanticipated situations. Since itis
basically a tussle to find the right balance between creditors and debtors rights, such an
evolution is inevitable. Not surprisingly India's Code which has benefited from the cumulative
experience of the rich history of bankruptcylaw in the west, most notably in the US and UK and

other countries, has also undergone an amendment within three years ofits initial enactment.
In this article, the next section briefly describes the economics of bankruptcy law, and the

main challenges in the design of such laws. The subsequent section focuses on one particular
aspect as it applies to India's bankruptcy law. This relates to the conditions that must be
fulfilled for a case to be admitted to the bankruptcy process. The article suggests some reform
in this area, which willindirectly enhance the effectiveness of the working of the Code itself.

ECONOMICS OF BANKRUPTCY LAW

The brief discussion below is based on the paper by Aghion, Hart and Moore (1992)" The
modern capitalist market-oriented economy works on the foundation of the sanctity of
contracts. These may be between private or public parties, individuals or corporate entities.
What happens if a contract is breached? What is the recourse? Economic theory makes a
distinction between ex-ante and ex-post behavior and the incentives of players involved in a
contract. A contract which is attractive and mutually beneficial ex-ante, may not turn out to be
so ex-post. Anticipating this, the contracting parties may find it necessary to agree a priori to
have a neutral third party to enforce the contract. That is where the role of the state comes in,
even in enforcing contracts between private parties. Parties have to approach a court and get a
verdict on the course of action ifa contractis breached.

A debt contract is a particular kind of contract wherein one party borrows money from
another, with a promise to repay a higher sum in the future. If this contract is breached, it
means the borrower has defaulted, either on the amount or on the timeline promised. The
lender can then either seize the assets which was the collateral for the loan, or approach the
third party (the state, or courts) by filing a suit. When the judgment is awarded, the enforcement
machinery ensures that some compensation goes to the lender. This may involve seizing some
personal property, or partial sale of assets of the borrower, or invoking guarantees if made by

any third parties.
Unfortunately, such a straightforward process does not work when there are multiple

creditors, or when debtors are insufficiently collateralised. Debt collection, even partially, by
various creditors through uncoordinated actions can be time-consuming, costly and

! Aghion, Philippe., Hart, Oliver., & Moore, John (1992). The Economics of Bankruptcy Reform. Working Paper No. 4097, National Bureau of
Economic Research, Massachusetts, USA.
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inefficient. There is a kind of 'tragedy of the commons' phenomenon that can happen in the
competition between all creditors to recover their debts. As an example, if one creditor races
ahead and tries to work out a private deal with the borrower to carve out a piece of the total
assets, this itself may reduce the total value and lead to further value erosion. Or if another
creditor brings a court order against the borrower, it may hamper the borrower's ability to
work out a satisfactory deal for all. The situation can get further complicated if the borrower
deliberately takes advantage of the weakness on the creditors' side, due to lack of coordination.
Assuchin case of multiple creditors, the playing field is tilted in favor of the borrower, who can
'play’ one creditor against another, or take advantage of asymmetric and imperfect
information. That is why we have an arrangement of a consortium of lenders, wherein all
information is shared to remove asymmetries. But even then, each creditor's incentive may not
be aligned with those of others, leading to time- inconsistent behavior, and incentive to renege
on agreements. Indeed, such a description is not theoretical at all and has been experienced in
Indian banking. For instance, prior to 2016, it was seen that in a consortium lending
arrangement, where there was some stress on the borrower, some lenders had classified the
loan as 'non-performing', whereas other lenders in the same consortium had shown the loan as
'healthy'. This was creating all sorts of confusion. No wonder, the various initiatives of the
Reserve Bank of India to sort out NPA problems using collective action of lenders did not
produce any fruitful results. This is what ultimately led to the famous 'February 12' circular®
which tried to cut the Gordian knot, discontinuing all earlier schemes and asked banks to resort
to the corporate insolvency resolution process (CIRP) under the Code. Unfortunately, this

circular had tobe struck down by the Supreme Court as ultra vires to the Constitution of India.
The above discussion highlights the difficulty of resolving breach of debt contract, simply

by going to a third party i.e. a court. In case of multiple creditors there is a need to have an
orderly mechanism to dispose of the assets of the debtor, and pay off various claimants, even if
partially. The third party has to decide on who gets how much, with what sequence and

seniority, and also to ensure that the process is fair and time efficient.
At this stage, from a theoretical point of view, we have to distinguish between liquidation

and resolution. The former is the case of the debtor's assets being sold or auctioned off, to pay
fully or partially, in an agreed sequence of seniority to various creditors. The latter is the case
where a standstill isimposed on all debts and due payments, and the debtor is given a chance to
reorganise so as to be able to service all his debts, and returns to health and normalcy. This
essentially has to be time bound and the process has to be fair to all parties. The US law
distinguishes between liquidation, which is covered by insolvency law (i.e. Chapter 7 of the
Bankruptcy Reform Act, 1978) and resolution and reorganisation(i.e. Chapter 11 of Bankruptcy
Reform Act, 1978). Liquidation as a concept and process is more clearly defined, and can be
seen as an ‘efficient, market oriented’ approach. But as Aghion et al. (1992) point out in their
paper, this auction approach of Chapter 7 suffers from many drawbacks. There may not be
many well-informed competing bidders, there may be absence of competition, or the
incumbent management (of a debtor firm) may have an undue advantage in hiding the true
value of the firm. The whole process of acquiring information about the entity is costly,

*RBI Circular dated February 12, 2018 on ‘Resolution of Stressed Assets — Revised Framework’
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time consuming and hence may prove socially suboptimal. Hence liquidation is not the only

solution to solving the issue of a breach of a debt contract.
Which brings us to the other option, i.e. reorganisation of business and resolution of the

breached debt contract. In the U.S. context, this is covered by Chapter 11 of the statute, and in
India it is the essence of the Code. But it may be appropriate to quote Aghion et al. (1992) here
on the difficulty of the resolution process under Chapter 11 (and implicitly under the Code):
"... (it) involves significant legal and administrative costs, (and time), not least because (incumbent)
management has so much de facto power over creditors, and it is not in management's interest to
hasten proceedings if they are likely to end in liquidation... there can be a serious loss in value
because of managerial distraction, incompetence or negligence; .. or a drop in demand (either
because competitors behave more aggressively or because customerslose confidence)'.
There are also other disadvantages arising from low incentives of stakeholders with small
stakes to be vigilant over the process, which tilts the balance of power further toward the

management.
It is for this reason that a separate bankruptcy court, overseen by a judge or a similarly

qualified person is necessary. From a social efficiency point of view bankruptcy proceedings
cannot be mingled with other legal cases, as illustrated by the arguments above. The following
section focusses on some of the salient features of the Code which explicitly or implicitly
address theissuesraised in the preceding section.

IMPORTANCE OF THE CODE

The passage of the Code is a historic milestone in the journey of India's economic reforms.
Some people say that the Code ranks on par with industrial delicensing of 1991, the acme of
reforms from those tumultuous years. Capitalism and market economies need free entry and
free exit to function efficiently. Delicensing of 1991 made free entry possible, and the Code now
makes exit relatively painless. It is not as if the country has not tried to legislate how to close
down businesses. The ghosts of the older institutions like Board for Industrial and Financial
Reconstruction (BIFR) and laws like Sick Industrial Companies (Special Provisions) Act, 1985
(SICA) still haunt us, reminding us of failed attempts at reviving or closing down of sick
industries. The Code provides a mechanism and forum that is quick in resolving or liquidating
failing businesses. Unlike under SICA where a government board played the key role, under
the Code the key decision whether to restructure or liquidate is taken by the empowered
committee of creditors (CoC). The CoC takes a commercial decision, collectively assessing
whether a distressed firm can be revived or should be liquidated. The kingpin of the Code is the
time limit hard coded in the law itself. From the moment an insolvency case is admitted, it has
270 days for the distressed firm to be restructured, or be sold off to a new owner, or else
liquidation is automatically triggered on the terminal day. Creditors thus have an inbuilt
incentive to hurry if they want to extract value. Most cases will try and avoid liquidation since
it yields value even lower than the harshest haircut of a creditors' forum. While in bankruptcy
process, a distressed firm is as if in limbo. So, time is the enemy, and any delay just destroys

value that may be worth salvaging. Hence the time limit is an extremely crucial part of the new law.
The Code empowers a creditor who is owed an amount as little as one lakh rupees to

trigger this process. It also provides for the establishment of a new regulator, the Insolvency
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and Bankruptcy Board of India (IBBI), which regulates the process as well as the insolvency
professionals and institutions, and a new class called information utilities. The Code also led to
the setting up of the National Company Law Tribunal, and its various benches, which admit
cases destined for insolvency resolution. The amendment to the Code determined who can or
cannot participate in the process. This reform was necessary to prevent promoters or related
parties from getting back control of their firm at a distress value.

A PROPOSAL FOR REFORM OF PRE-ADMISSION STAGE’

A breach of a debt contract can lead the case being admitted to the bankruptcy process. The
breach can be of as small value as one lakh rupee as per the Code. The important prerequisite is
that it must be established that a breach has occurred. Is there an incentive for the debtor to
deny thatithashappened?Is there an incentive for the creditor to hasten even before an actual
breach has occurred? What if there are disagreements? That is why there is need for a third-

party adjudication at this pre-admission stage.
In the current framework of the Code, an application for a case to be admitted to the

bankruptcy or insolvency process, has to be subject to a judicial review. A key feature of the
working of the Code is the time limit, but that clock does not start until the case is admitted. How
to prevent inordinate, unfair delay at the pre-admission stage itself? If the courts or quasi-
judicial bodies examining whether the plea for admission to bankruptcy itselfis kosher or not,
are clogged with high workload, then a delay is inevitable. Why not streamline this process and
speed up the pre-admission stage wherever it is possible? Is it necessary to always apply a
judicial mind at the pre-admission stage even for open and shut cases with crystal clear
evidence? Ifacompany has defaulted on its payment due to a creditor, and there is an authentic
paper trail of purchase order, invoice, payment reminder notices and so on, surely admitting
such a case should be an administrative matter? If there is default on the phone bill, monthly
installments on home loan or credit card payment, action from the service provider company
follows without it landing up in court. Similarly, if a check list approach is adopted to verify the

claim of a creditor, surely the process of admission would be quicker.
Unfortunately, it is not so straightforward. The pronouncement that a 'breach of a debt

contract has happened' is an important step. Thanks to a Supreme Court judgment’, the
admission to the CIRP under the Code requires application of a judicial mind. What if the
defaulting company has a counter claim against the creditor? What if there is an error in the
calculation? What if the service was not fully provided for which the claim is being made? What
ifitisafrivolous claim? For all these reasons, the apex court opined that a judicial bench should
'hear out' the parties. But at this stage it can lead to untold delays by adjournments, minor
objections, or simply traffic jam of cases. Indeed, there are already stories of several months of
delays in merely getting cases admitted. Furthermore, the kind of situations described above
can largely be taken care of by a 'templated approach’ of filling out forms in prescribed format.
The information utilities too will play a role in minimising such situations. Alternatively, the
hearing at the admission stage can be a written hearing not an oral hearing, requiring parties to

‘ Based on Ranade, Ajit. (July 24, 2018). Entry into the insolvency process needs to be made easy, Mint, New Delhi edition.
* Dharani Sugar and Chemical Ltd. v. Union of India, 2019 SCC OnLine SC 460
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be physically present. Adjournments for written hearings are not possible easily. Another
option could be a short hearing and not a long hearing. Otherwise unpredictable and long
delays in getting cases admitted will defeat the very purpose of the law. One is reminded how
applying for and getting a passport used to take months because it needed alot of 'application of
mind' and fraud checking. Due to a template approach, process reform and digitisation, it is
now possible to get a passport in a couple of days. Same is the approach in applying for small
ticket retail loans. A template approach by the bank reduces the time taken for loan disbursal

drastically.
Hence, the proposal is that there is a need to strengthen the CIRP under the Code by

templatising the admission process and make it largely procedural. Artificial Intelligence and
other automated procedures can also help in this. For instance, in a company with hierarchies
of 'approval and clearance authorities’, the introduction of enterprising resource planning
software like SAP or Oracle, greatly reduced the inefficiencies. The author is not making a case
that an admission to CIRP can be decided by a machine, but posits that a great degree of
facilitation is possible. Only in a small minority of cases will a judicial hearing and scrutiny be
needed. This will go along way in making thislandmark law more effective.

Sk skokk
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Safe Harbours in Insolvency Proceedings
Unnikrishnan A.

hat is a 'safe harbour' in insolvency proceedings and what is its impact? How do
we justify the existence of such carve-outs in insolvency laws, which apparently
do violence to the very fabric and object of insolvency proceedings? Does India
require such safe harbours? If so, to what extent? Time and again, these issues crop up for

discussion among academics, policy makers and practitioners of insolvency law.
'Safe harbour' is often stated to be a shorthand' for referring to a class of transactions to

which the automatic stay or moratorium?® in insolvency proceedings will not apply’. Even if an
insolvency proceeding isinitiated against a debtor, the counterparty to a transaction protected
by the safe harbour can exercise the contractual rights as if nothing has happened, in
accordance with the terms of contract. It may also include the power to net and close out, if such
a clause is provided in the contract. These safe harbours may in effect also immunise some
transactions that would otherwise have attracted the clawback of preferential transfers. The
limited purpose of this article is to explain the concept of 'safe harbour provisions' in

insolvencylaw, and their comparative merits and demerits.
The preamble to the Insolvency and Bankruptcy Code, 2016 (Code) informs that its object

is the reorganisation and the insolvency resolution of corporates, firms and individuals in a
time bound manner, for maximisation of value of assets of such persons. It also intends to
balance the interests of all the stakeholders. Thus, the Code aims at value maximisation of all
the stakeholders and the distribution of assets in an equitable and a rule-based manner. While
keeping the broad objectives so, the Code provides for some priority” to certain stakeholders. It
also leaves scope for certain immunities’ to certain transactions to be notified by the Central
Government.

' According to Black's Law Dictionary (11* ed. 2019), the term 'safe harbour' refers to (i) An area or means of protection (i)A provision (as in a
statute or regulation) that affords protection from liability or penalty. See also: Lubben, Stephen J. (2010). Repeal the Safe Harbour, American
Bankruptcy Institute Law Review. 18,319 (The term 'safe harbours'is a kind of shorthand for a variety of provisions in the Bankruptcy Code that
reflect the 'well-established Congressional intent to protect the derivatives markets from the disruptive effects of bankruptcy proceedings.’).

* In some jurisdictions, it is referred to as ‘automatic stay’. In the Indian context, section 14 of the Code does not provide for an automatic stay,
but only amoratorium by an order of the Adjudicating Authority (AA). The section however makes it mandatory for the AA to declare moratorium
ontheinsolvency commencement date. Moratorium ordinarily refers to the temporary suspension oflegal action against a person.

* The term 'safe harbour' does not seem to carry the same meaning throughout all jurisdictions. See for e.g., Akhtar, Zia. (2019). Safe Harbour
Reform in Australian Insolvency law and restructuring schemes under the Corporations Act. Company Lawyer. (explaining that in Australia, the
term ‘safe harbour’ is not used with a meaning as is done in America under s.546(e) of the US Bankruptcy Code and is only’ a quasi-defence for
directors against the statutory duty to prevent a company trading while insolvent.”)

“ Sections 53 and 178 of the Code

° Section 14(1) of the Code; There is a significant distinction between the 'priorities’ accorded in the waterfalls enumerated in the Code and the
‘immunities’ for transactions notified under this section. The priorities provide for a superior repayment position and places creditors in a
senior-subordinate structure.
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Ordinarily, the benefit of safe harbour provision is extended only to certain financial contracts,
which ifleft to the normal rules of insolvency, can create systemic havoc. Thus, such provisions
provide a privileged position to certain financial contracts. The rule of pro rata distribution
among creditors of the same classis given a go-by in a safe harbour transaction.

In the United States (US), Title 11 of the U.S. Code (11 U.S.C.A. § 546)°provides that a trustee
may notavoid a transfer that is a margin payment, or settlement payment, made by or to (or for
the benefit of) a commodity broker, forward contract merchant, stockbroker, financial
institution, financial participant, or securities clearing agency, or that is a transfer made by or
to (or for the benefit of) a commodity broker, forward contract merchant, stockbroker,
financial institution, financial participant, or securities clearing agency, in connection with a
securities contract, commodity contract, or forward contract. There are other exemptions to
contractslike those involving swaps and repos.

THE NEED FOR SAFE HARBOURS

Usually, the safe harbour protection is provided to certain selected financial transactions
involving financial entities. The interconnectedness of the firms and the possible fall out of a
systemic failure if such transactions fail, make them specifically eligible candidates for such
protection.” The need for safe harbours spring from a notion that completion of certain
transactions are necessary for the stability of the financial system as a whole, and upsetting
them on the reason of insolvency is an invitation for systemic trouble. *The second reason often
articulated is the possible avoidance of cherry picking.” The safe harbour provisions allow the
non-defaulter counterparty to liquidate, terminate or exercise set off in contracts, without

being affected seriously by the moratorium.

In the US, safe harbour provisions were introduced because the Congress considered the
need for exemption from automatic stay called for, to obviate the 'insolvency of one
commodity or security firm from spreading to other firms and possibly threatening the
collapse of the affected market."® In the Report" on the Bankruptcy Abuse prevention and
Consumer Protection Act, 2005 the Committee of the House of Representatives explained the
rationale for such protection very succinctly:

'Systemic risk is the risk that the failure of a firm or disruption of a market or settlement system will

cause widespread difficulties at other firms, in other market segments or in the financial system as a

whole. If participants in certain financial activities are unable to enforce their rights to terminate -

financial contracts with an insolvent entity in a timely manner, or to offset or net their various

contractual obligations, the resulting uncertainty and potential lack of liquidity could increase the
risk of aninter-market disruption.’

 1U.8.C.§546(e)-(g), (j) (2012); 11 U.S.C. § 555; 11 U.S.C. § 556; 11 U.S.C. § 560; 11 U.S.C. 561; 11 U.S.C. § 741(5), (7), (8).

" Lubben, Stephen J]. (2010). Repeal the Safe Harbours, American Bankruptcy Institute Law Review 18, 319, 321 (The volatility,
interconnectedness and sheer magnitude of the sums of money involved make financial firms unique.’)

* This is not a view without critics. See for instance: Mokal, Rizwaan Jameel (2015). Liquidity, Systemic Risk, and the Bankruptcy Treatment of
Financial Contracts, Brooklyn Journal of Corporate, Financial & Commercial Law.10,15, 15 ‘This view derives from the outdated “micro
prudential” understanding of systemic risk, and is theoretically flawed and empirically false.’

° Lubben, Stephen J. (2010). The Bankruptcy Code without Safe Harbours, American Bankruptcy Law Journal, 123 (2010) (The cherry
picking argument rests on the belief that it is somehow inequitable for a debtor to retain favorable derivatives while rejecting
unfavorable contracts’.)

H.R.Rep. No.97-420, at 1(1982).

"Report on H.R. 4393 - Quoted in H.R. Rep. No. 109-31, pt. 1, at 20 n.78 (2005) (August 28, 2019). https:/www.congress.gov/109/crpt/hrpt31/CRPT-
109hrpt31.pdf.
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Asnoted by the Second Circuit Court'”in the United States:

'The purpose of the ‘safe harbour’ statute, 11 U.S.C.A S. 546(e) prohibiting bankruptcy trustees from
avoiding transfers that were margin or settlement payments made by or to financial institutions, is to
protect the market from systemic risk and allow parties in the securities industry to enter into
transactions with greater confidence.'

While there is a large quantity of academic literature available on the subject, explaining the
need for safe harbour provisions, there is an equally forceful view that such safe harbours have
not resulted in any kind of advantage to the financial system. The critics argue that instead of
advancing the cause of system stability, it has only destabilised the system as a whole.

PROVISIONS OF THE CODE

Section 14(1) of the Code states that on the insolvency commencement date, the Adjudicating
Authority shall by order declare moratorium for prohibiting certain transactions, viz.:
'(a) the institution of suits or continuation of pending suits or proceedings against the corporate

debtor including execution of any judgment, decree or order in any court of law, tribunal,
arbitration panel or other authority;

(b) transferring, encumbering, alienating or disposing of by the corporate debtor any of its assets or
anylegal right or beneficial interest therein;

(c)any action to foreclose, recover or enforce any security interest created by the corporate debtor in
respect of its property, including any action under the Securitisation and Reconstruction of
Financial Assets and Enforcement of Security Interest Act, 2002;

(d) the recovery of any property by an owner or lessor where such property is occupied by or in the
possession of the corporate debtor.’

Section 14(3) however states that these prohibitions will not apply to such transactions as are
notified by the Central Government. By an amendment that came into effect on June 6, 2018 it
has been declared by the statute that the moratorium will not affect a surety in a contract of
guarantee to a corporate debtor. The Central Government has not yet notified any such

transaction so far as exempt.
The order of moratorium is intended to preserve the value of the going concern surplus.

A cursory glance at the provision reveals that it operates only as a bar against third parties from
proceeding against the corporate debtor through institution of proceedings or continuing with
the already initiated suits. It does not debar a corporate debtor from proceeding against a third
party who owes a debt to it. At the same time, the statute proscribes the corporate debtor from
transferring, encumbering, alienating or disposing of its assets. Further, any action by
creditors to foreclose, recover or enforce any security interest created by the corporate debtor
inrespect ofits property is barred during this period.

SAFE HARBOURS: FOR AND AGAINST

Argumentsin Favour

There are many justifications proffered for providing a special dispensation to certain
financial contractslike derivatives and repos:

** Tribune Co. Fraudulent Conveyance Litigation, 818 F.3d 98 (2d Cir. 2016).
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One of the most prominent arguments in favour of bringing in some safe harbour for
financial contracts is the possible domino risk, i.e., the possibility of a ripple effect on
the system, if a significant participant fails. Thisline of view proceeds on the basis that
there is significant interconnectedness among transactions in financial contracts and
the failure of one should not be allowed to snowball into a systemic failure.

» Unfair cherry picking of the contracts could be avoided.

» Itenhancesability to achieve quick closeout netting, and thusreducesrisk.

* The safe harbour makes parties more willing to enter into contracts falling within its
ambit, which would minimise the costs.

¢ Some commentators tend to think that development of markets like derivatives would
simply be impossible without the protection afforded by the safe harbours."

Arguments Against

On the face of it, the safe harbour provisions appear to run against the basic philosophy of
insolvency action. A forceful and appealing argument against safe harbours is that they negate
the underlying philosophy of insolvency proceedings. ** The basis of equity in an insolvency
proceeding gets distorted and a group of transactions which are falling within the ambit of safe
harbour gets a preferential treatment over others. This may act as a disincentive for others.
There are certain other factors also which are relevant in this context:

* As aresult of the protection accorded by the insolvency regime, the creditor may not
insist on appropriate collaterals or may not have appropriate incentives for insisting
so.

o If the insolvency law provides immunity to the creditors, they may not do the pre-
lending due diligence effectively. Further, monitoring of the assets created through

lending may be shoddy, since the bankruptcy may not affect them.

* The incentive for diversification which a normal creditor would have, may not be
there with a creditor who enjoys the safe harbour protection. Such a behavior may be
theresult of a thinking that the creditor is protected even otherwise.

* Theusual rationing of credit will be absent. There may be a tendency on the part of the
creditor to lend more at a lower cost. This is of course both an advantage and a
disadvantage.

* The other creditors will not have a share to the extent of the claim of the creditor in the
safe harbour. Thus, non-safe harboured creditors are providing a subsidy to the safe
harboured creditors.” This can lead to the insolvency of the non-exempt creditors in
certain situations.

* Creditors will engage in an opportunistic behaviour and take away the assets of the
debtor, which would be ultimately detrimental to the debtor. In an insolvency

* See: Edwards Franklin R. & Morrison, Edward R., Derivatives and the Bankruptcy Code: Why the Special Treatment? Yale Journal on
Regulation 22, 91(CA counterparty is more willing to enter a derivatives contract with a firm (or will enter at a lower price) if it can minimize
the costs it may incur if the firm suffers financial distress.”)

“Lubben, StephenJ.,(2017). Subsidizing Liquidity or Subsidizing Markets? Safe Harbours, Derivatives and Finance. American Bankruptcy Law
Journal, 91, 463(arguing generally that, in bankruptcy, preservation of 'going concern surplus' outweighs most other concerns, the safe
harbour reverses the configuration, offend the theoretical base of collective resolution of financial distress, and imposes a cost on society at
large.)

¥Vasser, Shmuel & Kerfoot. Matthew K., (2010). Preferential Treatment of Derivative Contracts - Saviour or Scourge? 30 Futures and Derivatives
Law Report 30, 11('When certain transactions are afforded safe harbour treatment, the Code effectively subsidizes such transactions by
reducing therisk-i.e., the cost-of these transactions.')
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situation, the debtor has very little effective bargaining power.
* The potential for an effective reorganisation or resolution is thwarted to a great extent

because of the power to withdraw the collateral by the creditor in safe harbour.
* Obviously, in the area of design of financial products and contracts, participants would

concentrate more on products which would have the safety of safe harbour protection.
Potential lenders will have a tendency to design credit products in such a way that they
will fall within safe harbours. If the relevant legal system does not allow a judicial
scrutiny of the economic substance of the transaction, it becomes easy for the creditors
tobring a transaction within the fold of safe harbours merely by naming them with that

ofaninstrument or contract specially protected.
* Onceafavourable treatment is given to a certain set of transactions, there is a tendency

tobroaden the scope and ask for more. In the US, the safe harbour protection was much
narrow in scope when started. But, over a period of time, the scope got so very wide.

LOOKING FORWARD

Where should we proceed from here and what are the types of transactions that the country
should consider for bringing within the safe harbour? These are not questions with easy

answers. But, thatisnoreason notto ponder over them.
One word of caution would be apposite here. As is seen under the U.S. Bankruptcy

Code, once brought into effect, there is always a tendency to demand, and consequently
expand, the scope of safe harbour provisions. Keeping a close watch on the issue therefore
gains importance. It is also extremely important to craft safe harbours keeping in mind the
potential imbalance it creates. It should not be too wide or too narrow. Striking a balance is
definitely bound to be a tough exercise. Itis necessary to make an assessment of the costs and
benefits and the collateral effects, in deciding how broad or narrow should be the safe

harbour.
Another issue of significance is whether non-financial institutions should be allowed

the benefit of safe harbour, as the argument of systemic risk may not be forceful there. Unless,
the exemptions are limited to transactions involving financial entities, the avowed object will
not be achieved. So is the issue whether ipso facto contractual clauses (clause that allows
termination on filing of insolvency petition) should be permitted or not. There can be questions

astowhether they should be extended to contracts executed outside a recognised stock exchange.
Again, a debatable and contentious issue with respect to safe harbours w