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(2 — Executive summary

Difficulties of the present arrangements

The limited liability company is a contract between equity and debt. Aslong as debt
obligations are met, equity owners have complete control, and creditors have no say in
how the businessis run. When default takes place, control is supposed to transfer to the
creditors; equity owners have no say.

Thisis not how companies in Indiawork today. For many decades, creditors have had
low power when faced with default. Promoters stay in control of the company even
after default. Only one element of abankruptcy framework has been put into place: to a
limited extent, banks are able to repossess fixed assets which were pledged with them.

While the existing framework for secured credit has given rights to banks, some of
the most important lenders in society are not banks. They are the dispersed mass of
households and financial firms who buy corporate bonds. The lack of power in the
hands of a bondholder has been one (though not the only) reason why the corporate
bond market has not worked. This, in turn, has far reaching ramifications such as the
difficultiesof infrastructurefinancing.

Under these conditions, the recovery rates obtained in Indiaare among the lowest in the
world. When default takes place, broadly speaking, lenders seem to recover 20% of the
value of debt, on an NPV basis.

When creditors know that they have weak rights resulting in a low recovery rate, they
are averseto lend. Hence, lending in Indiais concentrated in afew large companies that
have alow probability of failure. Further, secured credit dominates, as creditors rights
are partially present only in this case. Lenders have an emphasis on secured credit. In
this case, credit analysisisrelatively easy: It only requirestaking a view on the market
value of the collateral. As aconsequence, credit analysis as a sophisticated analysis of
the business prospects of afirm has shriveled.






Both these phenomena are unsatisfactory. In many settings, debt is an efficient tool for
corporate finance; there needs to be much more debt in the financing of Indian firms.

E.g. long-dated corporate bonds are essential for most infrastructure projects. The lack
of lending without collateral, and the lack of lending based on the prospects of the firm,
has emphasised debt financing of asset-heavy industries. However, some of the most
important industries for India’s rapid growth are those which are more labour intensive.
These industries have been starved of credit.

Problem statement

Whilelending to limited liability companiesis particularly important, lending al so takes
place to individuals, sole proprietorships, partnerships, limited liability partnerships,
etc. A comprehensive and consistent treatment of bankruptcy and insolvency for all
these is an essential ingredient of India’s rise into a mature market economy. The draft
‘Indian Financial Code’, by Justice Srikrishna’s Financial Sector Legidative Reforms
Commission, covers the failure of financial firms. The present Committee has taken
up the task of drafting a single unified framework which deals with bankruptcy and
insolvency by persons other than financial firms.

At present, there are multiple contradictory elements in the legal arrangements. The
Committee has chosen the strategy of repealing many existing laws on bankruptcy
and insolvency, and writing a clean modern law which is a simple, coherent, and
effective answer to the problems under Indian conditions.

The key economic question in the bankruptcy process

When a firm (referred to as the corporate debtor in the draft law) defaults, the
guestion arises about what is to be done. Many possibilities can be envisioned. One
possibility isto take the firm into liquidation. Another possibility is to negotiate a debt
restructuring, where the creditors accept a reduction of debt on an NPV basis, and
hope that the negotiated value exceeds the liquidation value. Another possibility is to
sell the firm as a going concern and use the proceeds to pay creditors. Many hybrid
structures of thesebroad categories can be envisioned.

The Committee believes that there is only one correct forum for evaluating such
possibilities, and making a decision: a creditors committee, where all financial
creditors have votes in proportion to the magnitude of debt that they hold. In the
past, laws in India have brought arms of the government (legislature, executive or
judiciary) into this question. This has been strictly avoided by the Committee. The
appropriate disposition of a defaulting firm is a business decision, and only the
creditors should makeit.



The Insolvency Resolution Process (IRP)

For some firms, the right answer after default is to take the firm into liquidation. But
there may be many situations in which a viable mechanism can be found through
which the firm is protected as a going concern. To the extent that this can be done,
the costs imposed upon society go down, as liquidation involves the destruction of the
organisational capital of thefirm.

Currently, the Companies Act 2013 permits the following parties to file an application
before NCLT for a declaration that company is sick- (a) the company, (b) any secured
creditor, (c) the Central Government, (d) the Reserve Bank of India, (€) State
Government, (f) public financia ingtitution, (g) a State level ingtitution, (h) a
scheduled bank. Even under the SARFAESI, 2002, debt enforcement rights are
available for secured creditors only. However, the Committee proposes that any
creditor, whether financial or operational, should be able to initiate the insolvency
resolution process (IRP) under the proposed code. It may be noted that operational
creditors will include workmen and employees whose past payments are due. The
Committee also recommends that a resolution plan must necessarily provide for
certain protections for operational creditors. This will empower the workmen and
employees to initiate insolvency proceedings, settle their dues fast and move on to
some other job instead of waiting for their dues for years together as is the case under
the existing regime.

The strategy proposed by the Committee runs as follows, when default takes place an
Insolvency Resolution Process (IRP) can be initiated and run for as long as 180
days. The IRPisoverseen by an ‘Insolvency Professional’ (IP) who is given substantial
powers.

The IP makes sure that assets are not stolen from the company, and initiates a careful
check of the transactions of the company for the last two years, to look for illegal
diversion of assets. Such diversion of assets would induce criminal charges.

Whilethe IRPisin process, the law enshrines a ‘calm period’ where creditors stay their
claims. This gives a better chance for the firm to survive as a going concern. For the
180 days for which the IRP is in operation, the creditors committee will analyse the
company, hear rival proposals, and make up its mind about what has to be done.

When 75% of the creditors agree on arevival plan, this plan would be binding on all
the remaining creditors. If, in 180 days, no revival plan achieves support of 75% of the
creditors, the firm goesinto liquidation.

In limited circumstances, if 75 % of the creditors committee decides that the
complexity of a case requires more time for a resolution plan to be finalised, a one-
time extension of the 180 day period for up to 90 days is possible with the prior
approval of the adjudicator. This is starkly different from certain present
arrangements which permit the debtor / promoter to seek extensions beyond any limit.

This approach has many strengths:

= Asset stripping by promotersis controlled after and before default.

= The promoters can make a proposal that involves buying back the company for
acertain price, aongside acertain debt restructuring.

» Othersin the economy can make proposals to buy the company at a certain price,



alongside a certain debt restructuring.

« All parties knows that if no deal is struck within the stipulated period, the
company will go into liquidation. This will help avoid delaying tactics. The
inability of promoters to steal from the company, owing to the supervision of
the IP, also helps reduce theincentive to have a slow lingering death.

* The role of the adjudicator will be on process issues. To ensure that al
financial creditors were indeed on the creditors committee, and that 75% of the
creditorsdo indeed support the resolution plan.

Liquidation

Firmsgo into liquidation through one of two paths. Sometimes, the creditors committee
can quickly decide that the right path isto go into liquidation. Alternatively, 180 days
can go by and no one plan is able to obtain the required supermajority in the creditors
committee. In this case aso, liquidation istriggered.

Liquidation will be led by a regulated insolvency professional, the liquidator. In this
process, the assets of the company are held in trust. The rights of secured creditors are
respected: they have the choice of taking their collateral and selling it on their own.
The recoveries that are obtained are paid out to the various claimants through a well-
defined waterfall.

The Committee has recommended to keep the right of the Central and State
Government in the distribution waterfall in liquidation at a priority below the
unsecured financia creditors in addition to all kinds of secured creditors for
promoting the availability of credit and developing a market for unsecured financing
(including the development of bond markets). In the long run, this would increase the
availability of finance, reduce the cost of capital, promote entrepreneurship and lead
to faster economic growth. The government also will be the beneficiary of this
process as economic growth will increase revenues. Further, efficiency enhancement
and consequent greater value capture through the proposed insolvency regime will
bring in additional gains to both the economy and the exchequer.

Bankruptcy and insolvency for persons

Firms can be liquidated, but individuals cannot. Many concepts in the IRP, such as
obtaining a new owner with areviva plan, are not applicable for individuals. Hence, a
simplified process is envisaged for default by individuas. Thisincludes a concept of a
‘Fresh Start’ where specified loans of a limited class of borrowers can be waived, but
this information about individua bankruptcy will reflect in the records of the
individual .

Speed is of essence

Speed is of essence for the working of the bankruptcy code, for two reasons. First,
while the ‘calm period’ can help keep an organisation afloat, without the full clarity
of ownership and control, significant decisions cannot be made. Without effective
leadership, the firm will tend to atrophy and fail. The longer the delay, the more likely
it isthat liquidation will be the only answer. Second, the liquidation value tends to go



down with time as many assets suffer from a high economic rate of depreciation.

From the viewpoint of creditors, a good realisation can generaly be obtained if the
firm is sold as a going concern. Hence, when delays induce liquidation, there is value
destruction. Further, even in liquidation, the realisation is lower when there are delays.
Hence, delays cause value destruction. Thus, achieving ahigh recovery rateis primarily
about identifying and combating the sources of delay.

Thissameideaisfoundin FSLRC’s treatment of thefailure of financial firms. The most
important objective in designing alegal framework for dealing with firm failure is the
need for speed.

Identifying and addressing the sources of delay

Before the IRP can commence, all parties need an accurate and undisputed set of
facts about existing credit, collateral that has been pledged, etc. Under the present
arrangements, considerable time can be lost before all parties obtain this information.
Disputes about these facts can take up yearsto resolvein court. The objective of an IRP
that is completed in no more than 180 days can be lost owing to these problems.

Hence, the Committee envisons a competitive industry of ‘information utilities’ who
hold an array of information about all firms at all times. When the IRP commences,
within less than aday, undisputed and complete information would become available to
all personsinvolved in the IRP and thus address this source of delay.

The second important source of delays lies in the adjudicatory mechanisms. In order
to address this, the Committee recommends that the Nationa Company Law
Tribunals (for corporate debtors) and Debt Recovery Tribunals (for individuals and
partnership firms) be provided with all the necessary resources to help them in
realising the objectives of the Code.

The need for a regulator

Globally, insolvency professionas (IPs) are an important component of a well-
functioning insolvency and bankruptcy system. This requires the construction of a
regulated industry. The Committee envisions the establishment of multiple private
self-regulatory IP agencies functioning under the oversight of a regulator. These IP
agencies would oversee the functioning of IPs and help in the development of the
industry.

Information utilities would be a competitive industry. Their oversight would also
require aregulator.

Many procedural details about the working of the bankruptcy process should not be
encoded into the primary law, as they need to evolve rapidly based on experience and
based on changes in the economy. The draft law envisages regulations which spell out
these details. These regulations would be drafted by aregulator.

Finally, there are certain statistical system functions which would also be performed by
aregulator.



The Committee recommends the establishment of an Insolvency and Bankruptcy
Board of India (referred to as the Board/Regulator in this report) which would
perform the abovementioned functions.

From ideas to implementation

The Committee has drafted a Volume 1, which is a committee report showing rationale
and arguments, and a Volume 2 which is a draft law. The legidative track of the
implementation will comprise taking this draft |aw through the consultative process, and
public debate, prior to its being tabled in Parliament. The Committee recognises that
setting up the institutions contemplated in this report may require some time.
Therefore, the Committee recommends that until such time as the regulator is not
established, its powers and functions may be exercised by the Centra Government.
This can be addressed by providing for appropriate transitional provisionsin the Code.

Domestic versus international perspective

The Committee has taken up, and attempted to comprehensively solve, the question
of bankruptcy and insolvency insofar as it is a purely domestic question. This is an
important first milestonefor India.

The next frontier lies in addressing cross-border issues. This includes Indian financial
firms having claims upon defaulting firms which are global, or global financial persons
having claims upon Indian defaulting firms.

Some important elements of internationalisation — foreign holders of corporate bonds
issued in India, or borrowing abroad by an Indian firm — are dealt with by the present
report. However, there are many other elements of cross-border insolvency which are
not addressed by this report. Examples of these problems include thousands of Indian
firms have become multinationals, and Indian financia investors that lend to overseas
persons.

The Committee proposes to take up thiswork in the next stage of its deliberations.

Conclusion

The failure of some business plans is integral to the process of the market economy.
When business failure takes place, the best outcome for society is to have a rapid re-
negotiation between the financiers, to finance the going concern using a new
arrangement of liabilities and with anew management team. If this cannot be done, the
best outcomefor society isarapid liquidation. When such arrangements can be put into
place, the market process of creative destruction will work smoothly, with greater
competitivevigor and greater competition.

India is in the process of laying the foundations of a mature market economy. This
involves well drafted modern laws, that replace the laws of the preceding 100 years,
and high performance organisations which enforce these new laws. The Committee
has endeavored to provide one critical building block of this process, with a modern
insolvency and bankruptcy code, and the design of associated institutional infrastructure
which reduces delays and transaction costs.



We hope that the implementation of this report will increase GDP growth in India by
fostering the emergence of amodern credit market, and particularly the corporate bond
market. GDP growth will accelerate when more credit is available to new firms
including firms which lack tangible capital. While many other things need to be

done in achieving a sound system of finance and firms, this is one critical building
block of that edifice.
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@ — Economic thinking

Why reforms?

Financial sector reforms have given a transformation of the equity, currency and
commodity markets. However, despite considerable policy efforts, the credit markets
continue to malfunction (Banerji et a., ; Sane and Thomas, ; Rajan, ;
Percy Mistry Committee Report, ). One key factor that holds back the credit
market is the mechanism for resolving insolvency, or the failure of aborrower (debtor)
to make good on repayment promises to the lender (creditor). The existing laws
have several problems and are enforced poorly.

Table 3.1 showsthat numerous government committees have worked on this subject, for
many decades. The present project builds on their work and thinking. Thereis, however,
a key difference between this project and its predecessors. In the past, bankruptcy
reforms had involved treating the broad landscape of the bankruptcy process as given,
and undertaking certain incremental changes. The present Committee has the mandate
of comprehensive reform, covering all aspects of bankruptcy of individuals and non-
financial firms. Here the term “non-financial firms” includes but is not restricted to
limited liability corporations. The only element which is not covered in the present
work is the recent work of the Financia Sector Legidative Reforms Commission
(FSLRC), which has acomprehensive solution for thefailure of financial firms.

In this chapter, we go back to the basics to understand the problem of resolving
insolvency, and from there to design an approach to solve it in India. Section 3.2
articulates economic principles for a sound set of arrangements of bankruptcy and
insolvency resolution. In Section 3.3, we describe the working of present
arrangements in India, and the difficulties faced with these present arrangements.
Section 3.5 shows the benefits for India from undertaking bankruptcy and insolvency
reform.






Table 3.1: Government committees on bankruptcy reforms

Year Committee Outcome
1964 24th Law Commission Amendments to the Provincia Insolvency Act,
1920.
1981 Tiwari Committee (Department SICA, 1985.
of Company Affairs)

1991 Narasmham Committee| (RBI) RDDBFI Act, 1993.
1998 Narasimham Committeell (RBI) SARFAESI Act, 2002.
1999 Justice Eradi Committee (GOI) Companies (Amendment) Act, 2002, Proposed

repeal of SICA.

2001 L. N. MitraCommittee (RBI) Proposed a comprehensive bankruptcy code.

2005 Irani Committee (RBI) Enforcement of Securities Interest and Recovery
of DebtsBill, 2011. (With amendmentsto RDDBFI
and SARFAES)).

2008 Raghuram Ragan Committee Proposed improvementsto credit infrastructure.
(Planning Commission)

2013 Financia Sector Legidative Re- Draft Indian Financia Code which includes a
forms Commission (Ministry of ‘Resolution Corporation’ for resolving distressed
Finance) financial firms.

3.2 The role that insolvency and bankruptcy plays in debt
financing

Creditors put money into debt investmentstoday in return for the promise of fixed future
cash flows. But the returns expected on these investments are still uncertain because at
the time of repayment, the seller (debtor) may make repayments as promised, or he may
default and does not make the payment. When this happens, the debtor is considered
insolvent. Other than cases of outright fraud, the debtor may be insolvent because of

» Financial failure — a persistent mismatch between payments by the enterprise
and receivables into the enterprise, even though the business model is generating
revenues, or

= Businessfailure — which is a breakdown in the business model of the enterprise,
and it isunable to generate sufficient revenues to meet payments.

Often, an enterprise may be a successful business model while still failing to repay its
creditors. A sound bankruptcy process is one that helps creditors and debtors
reaise and agree on whether the entity is facing financial falure and business
failure. This is important to allow both parties to reaise the maximum vaue of the
business in the insolvency.

Asan example, consider arisky businessventurewhich isfinanced using Rs.50 of equity
and Rs.50 of debt. Once the project is built out, it proves to have a net present value,
or NPV, of future cash flows of Rs.40 only. A sound bankruptcy process would work
as follows. The equity vaue of the enterprise would be wiped out and the existing
shareholders would lose control. If anew equity investor can be found who iswilling to
pay Rs.40, this could be paid to the debt investors. At Rs.40, they would face arelatively
small loss of Rs.10 and get an 80% recovery rate. The new equity shareholder would
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get adebt-free enterprise with an NPV of future cash flowsworth Rs.40.

The above steps describe a creditors and debtors agreeing on afinancial rearrangement
to preserve the economic value of the business. In the conventional understanding, the
enterprise in the above example would be treated as a ‘failed business model’ and be
closed down. The value that could have been earned of keeping it asagoing concernis
lost. Through afinancial rearrangement, the enterprise remains a going concern.

Such outcomes are particularly important for enterprises that provide services and
have little built up assets which can be sold by the creditor to recover value. For
example, the procedure in the above example was used after many telecom firms,
worldwide, bid values which were too high for spectrum allocation. Sound bankruptcy
processes induced a financial rearrangement, but the business models of the firms ran
uninterruptedly through the entire rearrangement, preserving economic value for their
creditors despite defaulting on promised payment.

Assessing viability

The economic problem presented above is called the assessment of viability of an
enterpriseor aproject. An enterprisethat isfacing financial failureisconsidered aviable
enterprise: thereisapossiblefinancial rearrangement that can earn the creditorsahigher
economic value than shutting down the enterprise. On the other hand, where the cost of
the financial arrangement required to keep the enterprise going will be higher than the
NPV of future expected cash flows. In this case, the enterpriseis considered unviable or
bankrupt and is better shut down as soon as possible.

However, the assessment of viability is difficult. Thereisno fixed or unique approach to
answer this question. In an ideal environment, the assessment will be the outcome of a
collective decision. Here, creditors and debtor will negotiate a potential new financial
arrangement. Each of them will balance all available information, including all future
possibilities of the economic environment under which the enterprise will operate, as
well as al aternative investment opportunities available to the creditors as well as the
debtor.

In the negotiation, the debtor islikely to request that creditorsrestructuretheir liabilities
so asto easetheliquidity stress of future repayments. The proposal may contain the need
for fresh financing, either from existing creditors or from new financiers. In exchange,
the debtor may offer to reorganise the operations of the enterprise by giving up some
rights in management or to change the size of operations. Creditors will evaluate the
proposal and offer modifications on their own. If both sides see the possibility of value
in the enterprise, these negotiations will settle on a new financial arrangement. On the
other hand, if they cannot agree on a solution, it will be optimal for the creditors to sell
the assets available and shut down the enterprise.

Conflicts in creditor-debtor negotiation

The outcome of such a negotiation is optimal when the interests of the debtor and
creditors are aligned to maximise economic vaue of the enterprise. However, there are
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several elementsin the negotiation that increase rather than prevent conflict between the
two.

One conflict arises because the asymmetry of information between the creditor and the
debtor. Since the debtor will always have more information about the enterprise than
the creditor, they tend to have the upper-hand in the negotiation. Another conflict arises
in the approach of the creditors and debtor to preserving the time value of their own
investment. The creditor has the incentive to close out her investment quickly so asto
avall of alternative investment opportunities. The debtor has the incentive to hold on to
the assets, either to benefit from potentially higher returns by deploying the assets in
more risky ventures or to benefit by stripping asset value.

Conflicts tend to be exacerbated when there are multiple levels and types of liabilities
in an enterprise. In addition to the conflict between creditor and debtor, there can be
conflict between different types of creditors aswell. Enterprises havefinancia creditors
by way of loan and debt contracts as well as operational creditors such as employees,
rental obligations, utilities payments and trade credit. When the debtor contracts these
liabilities, there is an understanding about a priority structure of payout to the claims.
Whilethiswill not be disputed when the debtor is solvent, multiple clamswill giverise
to conflict during insolvency.

What can a sound bankruptcy law achieve?
Improved handling of conflicts between creditors and the debtor

The previous section lays out the types of conflicts between creditors and the debtor.
The role of the law, in aformal bankruptcy process, isto lay down rules of procedure
into which the conflict is channeled, and resultsin asolution. A sound legal framework
provides procedural certainty about the process of negotiation, in such away asto reduce
problems of common property and reduce information asymmetry for all economic
participants.

Avoid destruction of value

A sound legal process aso provides flexibility for parties to arrive at the most efficient
solution to maximise value during negotiations. If the enterprise is insolvent, the
payment failure implies a loss which must be borne by some of the parties involved.
From the viewpoint of the economy, some firms undoubtedly need to be closed down.
But many firms possess useful organisational capital. Acrossarestructuring of liabilities,
and in the hands of a new management team and a new set of owners, some of this
organisational capital can be protected. The objective of the bankruptcy process is to
create a platform for negotiation between creditors and external financiers which can
create the possibility of such rearrangements.

Drawing the line between malfeasance and business failure

Under aweak insolvency regime, the stereotype of “rich promotersof defaulting entities”
generates two strands of thinking: (@) the idea that al default involves malfeasance



and (b) The idea that promoters should be held personally financially responsible for
defaults of the firmsthat they control. However, the following perspectives are useful in
the context of enterprises:

1. Some business plans will always go wrong. In a growing economy, firms make
risky plans of which some plans will fail, and will induce default. If default is
equated to malfeasance, then this can hamper risk taking by firms. This is an
undesirable outcome, asrisk taking by firmsisthe wellspring of economic growth.
Bankruptcy law must enshrine business failure as a normal and legitimate part of
the working of the market economy.

2. Limited liability corporations are an important mechanismthat fostersrisk taking.
Historically, limited liability corporationswere created with the objective of taking
risk. If liability was unlimited, fewer risky projects would be undertaken. With
limited liability, shareholders have the ability to walk away, alowing for greater
exploration of alternative business models. Since exploration benefits society
through risk taking, it isimportant to protect the concept of limited liability, which
bankruptcy law must aim to do.

3. Control of a company isnot divineright. When afirm defaults on its debt, control
of the company should shift to the creditors. In the absence of swift and decisive
mechanismsfor achieving this, management teamsand sharehol dersretain control
after default. Bankruptcy law must addressthis.

4. Theillegitimate transfer of wealth out of companies by controlling shareholders
is malfeasance. When a company is sound, corporate governance ensures that
the benefits obtained by every share are equal. When a company approaches
default, managers may anticipate this ahead of time and illicit transfers of cash
may take place. The bankruptcy process must be designed with a particular focus
on blocking such behavior, which is undoubtedly malfeasance.

Aboveall, bankruptcy law must give honest debtors asecond chance, and penalise those
who act with malafide intentions in default.

Clearly allocate losses in macroeconomic downturns

Bankruptcy reforms are particularly important in avoiding extreme problems in a
business cycle downturn or afinancial crisis. A business cycle downturn or afinancial
crisis will lead to certain firms failing. With a sound bankruptcy framework, these
losses are clearly allocated to some people. Loss alocation could take place through
taxes, inflation, currency depreciation, expropriation, or wage or consumption
suppression. These could fal upon foreign creditors, small business owners, savers,
workers, owners of financial and non-financial assets, importers, exporters. Inturn, this
createspredictability about the allocation of the losses.

Without this predictability, events of downturnsand crisislead to greater instability inthe
economy. The sectorsor groupsthat fear such loss allocation will politically mobiliseto
place the losses upon someone else. Responses to this uncertainty can include capital
flight, reduced investment because of increased saving, shorter credit lending and higher
interest rates.
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This political economy is eliminated by the creation of two institutional mechanisms:
the bankruptcy Code proposed by this Committee and the Resolution Corporation which
covers the losses of potential failure of all financial firms recommended by the FSLRC.
The predictability generated by these two institutional arrangements will increase the
robustness of the economy when faced with a downturn. In turn, downturns will become
shorter and shallower. The ability of the economy to sustain high levels of credit,
safely, will be enhanced and the economy can move on faster after a downturn or a
crisis.

Present arrangements in India

The present structure of the bankruptcy and insolvency process in India is elaborate
and multi-layered (Sharma and Thomas, ). The legidative process is covered over
multiple laws, and adjudication takes place in multiple fora. For example, Sengupta
and Sharma, notes that while the Companies Act, 1956, contains the main lega
provisions for corporate insolvency, the legidative framework is completed through
three major laws, two ancillary laws and one special provision.

Individual bankruptcy and insolvency

The Presidency Towns Insolvency Act, 1909, covers the insolvency of individuas and
of partnerships and associations of individuals in the three erdwhile Presidency towns of
Chennai, Kolkata and Mumbai. The 1861 Indian High Courts Act led to the setting
up of the High Court system in place of the Presidency towns Supreme Courts, which
also has jurisdiction over insolvency related mattersin the Presidency towns.

The Provincial Insolvency Act 1920, is the insolvency law for individuals in areas other
than the Presidency towns, deals with insolvency of individuals, including individuas
as proprietors. Section 3(1) of the Provincia Insolvency Act, 1920, alows the State
Government to empower subordinate courts to hear insolvency petitions, with district
courts acting as the court of appeal .

Corporate bankruptcy and insolvency

Companies are registered under the Companies Act, 2013. Limited liability partnerships
are registered under the Limited Liability Partnership Act, 2008. The Micro, Small and
Medium Enterprise Development Act, 2006, registers MSMEs but does not yet have
provisions for resolving insolvency and bankruptcy.

Partnership firms are registered under the Indian Partnerships Act, 1932, which is
administered by the Ministry of Corporate Affairs. But, like for sole proprietorships,
insolvency and bankruptcy resolution of partnership firms is treated the same as under
individua insolvency and bankruptcy law.

The present bankruptcy and insolvency framework is knit together from debt recovery
lawsaswell as collective action lawsto resol veinsol vency and bankruptcy (Ravi, ).
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Debt recovery

A civil court of relevant jurisdiction is the basic mechanism that is available to any
creditor for debt recovery. If the loan is backed by security, thisis enforced as a contract
under the law.

The Recovery of Debt Due to Banks and Financial Institutions Act (RDDBFI Act) 1993
gives banks and a specified set of financial institutions greater powers to recover
collateral at default. The law provides for the establishment of specia Debt Recovery
Tribunas (DRTs) to enforce debt recovery by these institutions only. The law also
providesfor the Debt Recovery Appellate Tribunals (DRATS) asthe appellate forum.

Under certain specified conditions, the Securitisation and Reconstruction of Financial
Assets and Enforcement of Security Interest Act (SARFAESI) 2002 enables secured
creditors to take possession of collateral without requiring the involvement of a court or
tribunal. This law provides for actions by secured creditors to take precedence over a
reference by a debtor to BIFR. The DRT is the forum for appeals against such
recovery.

Collectiveresolution of bankruptcy and insolvency

Companies Act 2013 contains provisions for rescue and rehabilitation of all
registered entities in Chapter XIX, and Liquidation in Chapter XX. However, these
provisions have not been notified.

The law for rescue and rehabilitation remains the Sick Industrial Companies (Specia
Provisions) Act (SICA), 1985, athough it applies exclusively to industrial companies.
Under SICA, a speciaised Board of Industrial and Financia Reconstruction (BIFR)
assesses the viability of the industrial company. Once it has been assessed to be unviable,
BIFR refers the company to the High Court for liquidation. The SICA was repeaed in
2003, but the repealing act could not be notified as the National Company Law Tribunal
proposed by a 2002 amendment to the Companies Act, 1956 got entangled in litigation.

Thecurrent legal framework for bankruptcy resol ution (called winding up of acompany on
inability to pay debt) continues to be the Companies Act 1956, pending provisions in
Companies Act 2013 which are yet to be notified.

Out-of-court mechanisms set up after 2000 for banks to restructure loan contracts with
debtors include Corporate Debt Restructuring (CDR) and more recently, the Joint
Lending Forum and the Strategic Debt Restructuring Forum (Ministry of Finance,

).
Difficulties of the present arrangement

The current state of the bankruptcy process for firmsis a highly fragmented framework.
Powers of the creditor and the debtor under insolvency are provided for under different
Acts. Given the conflicts between creditors and debtors in the resolution of insolvency
as described in Section 3.2.2, the chances for consistency and efficiency in resolution
are low when rights are separately defined. It is problematic that these different laws
are implemented in different judicial fora. Cases that are decided at the tribunal/BIFR



often come for review to the High Courts. This gives rise to two types of problemsin
implementation of the resolution framework. The first is the lack of clarity of
jurisdiction. In a situation where one forum decides on matters relating to the rights of
the creditor, while another decides on those relating to the rights of the debtor, the
decisions are readily appealed against and either stayed or overturned in a higher court.
Ideally, if economic value isindeed to be preserved, there must be a single forum that
hears both sides of the case and make a judgement based on both. A second problem
exacerbates the problems of multiple judicial fora. The fora entrusted with adjudicating
on matters relating to insolvency and bankruptcy may not have the business or financial
expertise, information or bandwidth to decide on such matters. This leads to delays and
extensions in arriving at an outcome, and increases the vulnerability to appeals of the
outcome.

The uncertainty that these problems gives rise to shows up in case law on matters of
insolvency and bankruptcy in India. Judicial precedent is set by “case law” which helps
flesh out the statutory laws. These may aso, in some cases, pronounce new substantive
law where the statute and precedent are silent. (Ravi, 2015) reviews judgments of the
High Courts on BIFR cases, the DRTs and DRATS, as well as a review of important
judgments of the Supreme Court that have had a significant impact on the interpretation
of existing insolvency legislation. The judgments reviewed are those after June 2002
when the SARFAESI Act came into effect. It isillustrative of both debtor and creditor
led process of corporate insolvency, and reveals a matrix of fragmented and contrary
outcomes, rather than coherent and consistent, being set as precedents.

In such an environment of legidative and judicial uncertainty, the outcomes on
insolvency and bankruptcy are poor. World Bank (2014) reports that the average time
to resolve insolvency is four years in India, compared to 0.8 years in Singapore and 1
year in London. Sengupta and Sharma, 2015 compare the number of new cases that file
for corporate insolvency in the U.K., which has a robust insolvency law, to the status of
cases registered at the BIFR under SICA, 1985, as well as those filed for liquidation
under Companies Act, 1956. They compare this with the number of cases files in the
UK, and find a significantly higher turnover in the cases that are filed and cleared
through the insolvency process in the UK. If we are to bring financing patterns back on
track with the global norm, we must create a legal framework to make debt contracts
credible channels of financing.

This calls for a degper redesign of the entire resolution process, rather than working on
strengthening any single piece of it. India is not unusua in requiring this. In all
countries, bankruptcy laws undergo significant changes over the period of two decades
or more. For example, the insolvency resolution framework in the UK is the Insolvency
Act of 1986, which was substantially modified with the Insolvency Act of 2000, and
the Enterprise Act of 2002. The first Act for bankruptcy resolution in the US that lasted
for a significant time was the Bankruptcy Act of 1989. This was followed by the Act of
1938, the Reform Act of 1978, the Act of 1984, the Act of 1994, a related consumer
protection Act of 2005. Singapore proposed a bankruptcy reform in 2013, while there
are significant changes that are being proposed in the US and the Italian bankruptcy
framework this year in 2015. Severa of these are structura reforms with fundamental
implications on resolving insolvency.



Box 3.1: Thepresent legidativeframework for bankruptcy and insolvency

= Individual bankruptcy and insolvency islegislated under two acts: the Presidency Towns
Insolvency Act, 1909, and the Provincid Insolvency Act, 1920.
High courts have the jurisdiction over insolvency related matters in the erstwhile Presidency
towns of Chennai, Kolkata and Mumbai. Subordinate courts hear cases of individual
insolvency inall other areas, with the district court being the court of appeal.

= Corporate bankruptcy and insolvency is covered in acomplex of multiple laws, some for
collective action and some for debt recovery. These are;

1. Companies Act, 2013 — Chapter on collective insolvency resolution by way of
restructuring, rehabilitation, or reorganisation of entities registered under the Act.
Adjudicationis by the NCLT. This chapter has not been natified.

2. Companies Act, 1956 — deal s with winding up of companies.

No separate provisions for restructuring except through Mergers & Acquisitions
(M&A) and voluntary compromise.
Adjudication is under the jurisdiction of theHigh Court.

3. SICA, 1985 — dealswith restructuring of distressed ‘industrial” firms.

UnderthisAct, theBoard of Industrial and Financial Reconstruction (Bl FR) assesses the
viability of the industrial company, and refers an unviable company to the High Court
for liquidation.

SICA 1985 stands repeal ed, but therepeding enactment isyet to be natified.

Principles for a new Code

What are the principles on which to base a new design of bankruptcy and insolvency
resolution? One useful benchmark is the UNCITRAL Legisative Guide on Insolvency, which
states the following objectives for a collective insolvency resolution regime (UNCITRAL,

):

Provision of certainty in the market to promote efficiency and growth.

M aximisation of value of assets.

Striking abalance between liquidation and reorgani sation.

Ensuring equitable treatment of similarly situated creditors.

Provision of timely, efficient and impartial resolution of insolvency.

Preservation of the insolvency estate to allow equitable distribution to creditors.

Ensuring atransparent and predictableinsolvency law that containsincentivesfor

gathering and dispensing information.

8. Recognition of existing creditor rightsand establishment of clear rulesfor ranking priority
of claims,

9. Establishment of aframework for cross-border insolvency.

NouokcwbdE

These principles are derived from three core features that most well developed bankruptcy and
insolvency resolution regimes share: a linear process that both creditors and debtors follow
when insolvency is triggered; a collective mechanism for resolving insolvency within a
framework of equity and fairness to all stakeholders to preserve economic vaue in the
process; a time bound process either ends in keeping the firm as a going enterprise, or
liquidates and distributes the assets to the various stakeholders. These features are common
across widespread differences in structure and content, present either through statutory
provisions or their implementation in practice (Mukherjee, Thyagargian, and Anchayil,
; Rawi, ; Sengupta and Sharma, ).

These features ensure certainty in the process, starting from what constitutes insolvency,
and the processes to be followed to resolve the insolvency, or the process to resolve
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bankruptcy once it has been determined. Done correctly, such a framework can incen-
tivise al stakeholders to behave rationally in negotiations towards determination of
viability, or in bankruptcy resolution. In turn, this will lead to shorter times to recovery
and better recovery under insolvency, and a greater certainty about creditors rights in
devel oping a corporate debt market.

Features of the proposed Code

The Committee deliberated on the objectives and the design for a new insolvency and
bankruptcy framework.

Objectives

The Committee set the following as objectives desired from implementing a new Code
to resolve insolvency and bankruptcy:

1. Low timeto resolution.
2. Low lossinrecovery.
3. Higher levels of debt financing across awide variety of debt instruments.

The performance of the new Code in implementation will be based on measures of the
above outcomes.

Principles driving the design

The Committee chose the following principles to design the new insolvency and
bankruptcy resolution framework:

I. The Code will facilitate the assessment of viability of the enterprise at a very
early stage.

1. The law must explicitly state that the viability of the enterprise is a matter of
business, and that matters of business can only be negotiated between creditorsand
debtor. While viability is assessed as a negotiation between creditors and debtor,
the final decision has to be an agreement among creditors who are the
financiers willing to bear thelossin the insolvency.

2. The legislature and the courts must control the process of resolution, but not be
burdened to make business decisions.

3. Thelaw must set up acalm period for insolvency resolution where the debtor can
negotiatein the assessment of viability without fear of debt recovery enforcement
by creditors.

4. The lav must appoint a resolution professional as the manager of the
resolution period, so that the creditors can negotiate the assessment of
viability with the confidence that the debtors will not take any action to
erode the value of the enterprise.
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The professional will have the power and responsibility to monitor and manage
the operations and assets of the enterprise. The professional will manage the
resolution process of negotiation to ensure balance of power between the creditors
and debtor, and protect the rights of al creditors. The professiona will ensure
the reduction of asymmetry of information between creditors and debtor in the
resol ution process.

. The Code will enable symmetry of information between creditors and debtors.

The law must ensure that information that is essential for the insolvency and the
bankruptcy resolution processis created and available when it isrequired.

The law must ensure that access to this information is made available to all
creditorsto the enterprise, either directly or through the regul ated professional.
The law must enable accessto thisinformation to third parties who can participate
in the resol ution process, through the regul ated professional.

The Code will ensure a time-bound process to better preserve economic value.
The law must ensure that time value of money is preserved, and that delaying

tactics in these negotiations will not extend the time set for negotiations at the
Start.

. The Codewill ensure a collective process.

The law must ensure that all key stakeholderswill participate to collectively assess
viability.

The law must ensure that all creditors who have the capability and the willingness
to restructure their liabilities must be part of the negotiation process. Theliabilities
of all creditors who are not part of the negotiation process must also be met in
any negotiated solution.

. The Code will respect therights of all creditorsequally.

The law must be impartia to the type of creditor in counting their weight in the
vote on the final solution in resolving insolvency.

The Code must ensure that, when the negotiations fail to establish viability, the
outcome of bankruptcy must be binding.

The law must order the liquidation of an enterprise which has been found unviable.
This outcome of the negotiations should be protected against all appeals other than
for very exceptional cases.

The Code must ensure clarity of priority, and that the rights of all stakeholders
are upheld in resolving bankruptcy.

The law must clearly lay out the priority of distributions in bankruptcy to all
stakeholders. The priority must be designed so as to incentivise al stakeholdersto
participate in the cycle of building enterprises with confidence.

While the law must incentivise collective action in resolving bankruptcy, there



must be a greater flexibility to allow individual action in resolution and recovery
during bankruptcy compared with the phase of insolvency resolution.

3.4.3 Design of the proposed Code
A unified Code

The Committee recommends that there be a single Code to resolve insolvency
for al companies, limited liability partnerships, partnership firms and
individuals.

In order to ensure lega clarity, the Committee recommends that provisions in
all exigting law that deals with insolvency of registered entities be removed and
replaced by this Code.

This has two distinct advantages in improving the insolvency and bankruptcy
framework in India. Thefirst isthat al the provisionsin one Code will alow for
higher legal clarity when there arises any question of insolvency or bankruptcy.
The second isthat a common insolvency and bankruptcy framework for individual
and enterprise will enable more coherent policies when the two interact. For
example, it is common practice that Indian banks take a personal guarantee from
the firm’s promoter when they enter into a loan with the firm. At present, there
are a separate set of provisions that guide recovery on the loan to the firm and on
the personal guarantee to the promoter. Under acommon Code, the resolution can
be synchronous, less costly and help more efficient recovery.

Insolvency trigger that placeleast cost on the adjudicating authority

The Committee recommends that both the debtor and creditors must have the
ability to trigger insolvency. In either case, the key principle driving the form of
the trigger is for least cost of determination on the bankruptcy and insolvency
Adjudicator. The Committee recommends that the debtor can trigger the process
after default using detailed disclosure about the state of the entity, accompanied
by a Statement of Truth. The creditor can trigger using evidence of a defaullt.
Any misrepresentation in the trigger can result in severe monetary penalties for
the creditors, and may aso result in criminal penaltiesfor debtors.

A strong base of information utilitiesto support efficient implementation

The Committee recognises that asymmetry of information is a critical barrier to
fair negotiations, or ensuring swiftness of the process. The Committee
recommends the creation of a regulated information utility that will make
available all relevant information to all stakeholders in resolving insolvency and
bankruptcy.

Role of the Adjudicator focused on matters of procedure
The Committee recommends that the role of the Adjudicator needs to be

carefully laid out so as to both minimise undue burden on the judiciary while
simultaneously ensure the fairness and efficiency of insolvency resolution.



This is done through two sets of recommendations from the Committee. The
Committee recommends that the Adjudicator will focus on ensuring that all
parties adhere to the process of the Code. For matters of business, the
Committee recommends that Adjudicator will delegate the task of assessing
viability to a regulated Insolvency Professional (Burman and Roy, ). The
Adjudicator will be more directly involved in the resolution process once it is
determined that the debt isunviableand that theentity or individual is bankrupt.

A regulated industry of insolvency professionals

The Committee recommends that an industry of regulated professionals be
enabled under the Code (Burman and Roy, ). These Insolvency Professionals
will be delegated the task of monitoring and managing matters of business by
the Adjudicator, so that both creditors and the debtor can take comfort that
economic value is not eroded by actions taken by the other. The role of the
professional is also critical to ensure a robust separation of the Adjudicator’s role
into ensuring adherence to the process of the law rather than on matters of
business, while strengthening the efficiency of the process.

A regulator to ensuremalleability and efficiency

The Committee recognises that it is not possible, a present, to fully design
every last procedura detail about the working of the bankruptcy process. Further,
thechanginginstitutional environment in India will imply that many procedural
details will need to rapidly evolve in the future. Hence, the Committee has
taken the strategy of establishing a regulator to be called the Insolvency and
Bankruptcy Board which will be given clear regulation-making powers about
certain elements of procedura detail. The Code will be careful to not engage in
excessive delegation of legidative power. In each case where regulation-making
power is given to the Board, there will be a clear statement of objectives,
which would create a natural accountability mechanism in the future.

The Board will establish an information system through which data about the
performance of the bankruptcy process will be continuously collected. The data
so collected may be used to identify areas where regulations need refinement, and
will generate evidence about the extent to which modifications of the regulations
result in improvements of the bankruptcy process.

The Committee envisages two regulated industries. an industry of information
utilities, and an industry of insolvency professionals. In these areas, the Board will
perform legidative, executive and quasi-judicial functions.

All in al, the Committee visualises that the Board will perform four functions:
(@ Regulation of information utilities; (b) Regulation of insolvency
professionals and insolvency professional agencies, (c) Regulation-making in
specific areas about procedura detail in the insolvency and bankruptcy
process and (d) data collection, research and performance evaluation.

Resolution phasel: A calm period for insolvency resolution

The Committee recommends two phases of resolution, once a procedure of
default resolution has been triggered. The first phase is a collective negotiation



to rationally to assess the viability of the debt. The Committee recommends that
the assessment must be ensured a calm period where the interests of the creditors
can beprotected, without disrupting the running of the enterprise.

This calm period is implemented in two orders passed by the Adjudicator. One
IS an order passing a moratorium on all recovery actions or filing of new claims
againgt the enterprise. The other is by putting in place an insolvency professional
who has the powersto take over the management and operations of the enterprise.

Resolution phasel: Bankruptcy asan outcome of insolvency resolution

The Committee recommends that bankruptcy is an outcome of resolving
insolvency. If the debtor and creditors agree to change the terms of their
contract during the negotiationsto keep the enterprise as agoing concern, then the
enterprise is viable, and the insolvency resolution process is closed. If the
negotiations fail to deliver a solution, then the enterprise is unviable, and is
deemed bankrupt. The Code then specifies that bankruptcy resolution is
immediately triggered.

Swift and efficient bankruptcy resolution

Since bankruptcy comes as an outcome of transparent and supervised
negotiations, the Committee recommends that the liquidation is protected
against appeals to stay for al but exceptiona cases of fraud. In continuation of
the principle of not burdening the judiciary unduly, the process will be
managed by a regulated Insolvency Professional called the Liquidator. The
Adjudicator will have oversight over the process, as well as the role of
adjudicating on matters of conflicts in the distribution of the recoveries, or any
other appeal during the process.

3.5 How India will benefit from reforms of the bankruptcy process

A better functioning bankruptcy process would yield benefitsin numerous
directions:

Misplaced emphasis on secured credit At present, many lenders are
comfortable giving loans against (some) collateral. The concept of looking at the
cash flows of a company and giving loans against that is largely absent. This
has created an emphasis on debt financing for firms who have fixed assets.
Many important business opportunities, which do not have much tangible
capital, tend to face financing constraints.

Value destruction in corporate distress when a firm has secured credit, and
fails on its obligations, the present framework (SARFAESI) emphasises secured
creditors taking control of the assets which were pledged to them. This tends to
disrupt the working of the company. The present frameworks do not alow for the
possibility of protecting thefirm asagoing concernwhile protecting the cash flows
of secured creditors.

Poor environment for credit While sARFAESI has given rights to creditors on



secured credit, the overall recovery rates remain low particularly when measured
on an NPV basis. This creates a bias in favour of lending to a small set of very
safe borrowers, and an emphasis on using more equity financing which is
expensive. This makes many projects unviable. Better access to credit for new
entrepreneurs will create greater economic dynamism by increasing competition.

Industrial disease The lack of rapid resolution of corporate distress leads to
dow multi-year processes of industrial disease. Bankruptcy reform would alow a
faster process through which society would put capital and labour to work in a
business, and rapidly change course when that business did not work. This will
foster more risk taking and better use of capital. The capital and labour that is
blocked in industrial diseasewill be reduced.

Problems of infrastructure developers The example above (of firms being
protected as a going concern, with equity capital being wiped out, and being sold
at alower firm value to a new equity shareholder) applies to many situations in
thefield of infrastructurein Indiatoday.

Failure of auctions At present, in many public sector settings, auctions tend
to go wrong because some bidders propose values which are too low. The bidders
know that in the absence of an efficient bankruptcy process, they will not be
displaced from their concession agreement, and they will have the ability to
renegotiate terms from a position of strength. An efficient bankruptcy code
would yield a better answer: When a project gets into trouble, it would be
resolved using the formal bankruptcy process.

Corporate bond market development The natural financing strategy in al
countries is for large companies (e.g. the top 500 firms) to obtain all their debt
financing from the bond market. This channel has been choked off in India, partly
owing to the fact that corporate bond holders obtain particularly bad recovery
rates under the present arrangements. Bankruptcy reform would yield higher
recovery rates for corporate bond holders, and remove one barrier that impedes
the corporate bond market. It is important to emphasise, however, that thisis not
theonly barrier which holds back the corporate bond market.
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4.1.1

G — Institutional infrastructure

Insolvency and Bankruptcy Board of India

The case for a regulator

The case for the establishment of the Insolvency and Bankruptcy Board of India
(referred to asthe Board) rests on four strands of work that are required to be done.

Malleability

The insolvency and bankruptcy process must, at all times, be stated precisely so that all
participants are confident in their expectations. Thisrequiresdetailed rulesof procedure.
At the same time, Indiafaces an important issue of malleability. Alongside the evolution
of the Indian economy, and as experience is obtained in the early years of the new law,
thereisarole to modify many of the details of the process.

Legal precision can be obtained by encoding all procedural detailsinto the primary law.
However, thisimplies that every modification requires amending the law in Parliament.
This may introduce delays in the process of adapting the law in response to changing
conditions. Alternatively, malleability can be obtained by encoding high leve
principles into the primary law, and creating a regulator which is given the power to
write regulations which express questions of detail.

Ontheissue of malleability, thereisalegidativefunction (issuing regul ations). However,
thereisno executive or quasi-judicial function.

Two regulated industries

The framework envisaged by the Committee involves two regulated industries:
information utilities and insolvency professionals and agencies. In each of these
areas, there is a role for a regulator (akin to the Securities and Exchanges Board of
India, SEBI) which combineslegidative, executiveand quasi-judicial functions, and has
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4.1.3

aclose engagement with the working of the industry. This profile of work isbest placed
in aregulator rather than in adepartment of government.

Statistical system

Fine grained data about the working of the bankruptcy process in India needs to be
captured, released into the public domain. Thistask can also be placed upon theregulator.
This data should, in turn, be used as an input for the work of the regulator on drafting of
regulations about details of the bankruptcy process, and the regulation of information
utilitiesand of insolvency professionals.

Establishing the Insolvency Regulator

As with al regulators, the Committee believes that the Code and the delegated
legislation made under it must address two sets of questions with respect to the
functioning of the Board. Thus the drafting instructions in this chapter relate both to
the Code and the del egated | egidation thereunder.

On substantive content, the questions are:
1. What are the objectives of the Board?
2. What are the functions of the Board?
3. What powerswould it havein order to pursue these objectivesand functions?
4. How can accountability be achieved?
On regulatory governance, thefollowing are the questions:
1. What isthe governance arrangement in terms of the composition and the
management of the Board?
How will the legid ative function of the Board work?
How will the executive function of the Board work?
How will the quasi-judicial function of the Board work?
What is the framework for penalties which will be utilised when orders are
issued?
What will be the forum/process for appeals against the regulation making
process or appeals against the orders of the Board?
7. How will the Board be financed? How will oversight of the budget come
about?
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Clarity on these questions is required in order to draft a law that induces a high
performance agency. We now turn to these questions. The strategy adopted here draws
upon the best practices for the working of regulators, along the lines that have been
designed in Srikrishna,

Objectives of the regulator

The objective of the Board is to utilise al legidative, executive and quasi-judicial
functions so as to achieve a well functioning bankruptcy processin India. Thiswould
include features of :

1. Highrecovery ratesin an NPV sensg;
2. Low delaysfrom start to end;



Box 4.1: Drafting instructionsfor the research and advisory functions of the

Board

1. TheBoard will develop standardised process for collecting, storing and retrieving
records on bankruptcy and insolvency resolution.

2. The Board will have the power to require that information be submitted into these
systems. All information filings will be electronic only.

3. TheBoard will form independent advisory councils for ongoing discussions on
issues related to bankruptcy and insolvency resolution, which will recommend
policy actions for improving the functioning of the bankruptcy and insolvency
resolution system.

3. Sound coverage of the widest possible class of claims e.g. bank loans, corporate
bonds, etc.;

4. A perception in the minds of persons in the economy that India has a swift and
competent bankruptcy process.

4.1.4 Functions of the regulator

The functions of the Board liein four areas;

1. At various points in the remainder of this report, and at various points in the
proposed draft law, procedural details are to be specified by the regulations. It
is the responsibility of the Board to create the intellectual capabilities for
understanding these questions, and operating a formal regulation-making process
that resultsin high quality regulations. Through this, malleability in the operation
of the bankruptcy and insolvency process will be achieved.

2. With regard to the two regulated industries (information utilities and insolvency
professionals/agencies), the Board will have legidative, executive and quasi-
judicia functions.

3. The Board will create and publicly release a fine-grained database about the
working of every bankruptcy and insolvency transaction in the country. This will
include case histories of every transaction, and the working of each insolvency
professional.

4.1.5 Statistical and research functions

Comprehensive case the Board will be the record-keeper of all cases of insolvency and
bankruptcy resolution. histories will be maintained for al cases, and comprehensive
information about the working of insolvency professionals will be maintained. Towards
this, the Board will create systems for data collection, storage and retrieval. The
Board will have the power to require filings of information. Subject to confidentiality
requirements, the Board will make this data available for research activities, with the
aim that this will feed back into the discussion on policy on the lega framework for
bankruptcy and insolvency over time. This will then build fact based motivation for
ongoing reforms to this framework that will keep track of the changes in the economic
and business environment.



Box 4.2: Drafting instructions on the availability of closed insolvency and bankr uptcy

records of legal entities

1. Therecords of insolvency and bankruptcy of all legal entities covered under the Code
will be maintained and recorded by the Board after the cases are closed.

2. TheBoard will make available apart of thisinformation to the public as arecord of the
state of insolvency and bankruptcy in India. The format and content of the public
information may be specified by the Board by regulations, and will at least include the
following:

(@) Thedate onwhichinformation isfirst entered;

(b) The name of the presiding member of the Tribunal;
(c) Information about the debtor;

(d) Information about the financial creditors of the debtor;
(e) Thetype of process: insolvency or liquidation;

(f) The start date of the proceeding;

(g) The end date of the proceeding;

(h) The current status of the proceeding;

(i) Thedetails of theinsolvency professiond;

() The solution for an insolvency resolution case; and
(K) The details of the liquidation outcome.

Oneof the bottlenecksto understanding the state of insolvency and bankruptcy resolution in
India has been a pervasive lack of information even about historical cases. The basic
information about the event of default of any generic firm is not readily accessible, let
alone instances of insolvency or bankruptcy resolution. Given the current fragmented
legal framework, this is scattered across multiple tribunals and courts, with no centralised
point of access.

The Committee visualises that an important output from the new Code will be that all
records of insolvency and bankruptcy events will be stored and maintained to be used as
ameasure of the state of insolvency and bankruptcy resolutionin India.

Once the cases handled by the adjudicator are closed, the Committee recommends that
the full documentation of the cases are transferred for use, storage and maintenance to
the Board .Thiswill be critical for the Board in itsrole as the supervisor of the industry
of insolvency professionals, as well as the regulator for the overal insolvency and
bankruptcy processes in the country.

The Committee recommends that the content as well as the manner of access about these
records be specified by the Board. Further, the Committee states that the access to
these records should be made publicly available, with clear channels and formats
through which it can be accessed. Drafting instructions for the availability of records of
past cases are presented in Box 4.2.

Accountability mechanisms

Accountability of the regulator will be achieved through the following elements:

1. Theruleof law. The establishment of sound processes for the legidative, executive
and quasi-judicial functionswill establish an environment of the rule of law, which
creates accountability in and of itself.
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Theformal stepsrequired of the regulation-making processwill create checksand
bal ances and avoid the abuse of power.

2. Judicia review of the orders of the regulator will create checks and balances.

3. Reporting of statistical information, in particul ar about thefour obj ectivesdefined
in Section 4.1.3, will create accountability.

In performing its reporting function, the Board should periodicaly report to the
government and to the public on suitable measures (such as the time taken for granting
an approval, measurement of efficiency of internal administration systems, costsimposed
on regulated entities and rates of successful prosecution for violation of laws) that
demonstrate the fulfillment of Regulatory objectives or the assessment of the Board’s
performance. To this effect, the Board will set up measurement systems for assessing
its own performance. This will create greater transparency and accountability in the
Board's functioning. The measurement of activities of the Board aso needs to be tied
with the financial resources spent by the Board to carry out those activities.

Box 4.3: Drafting instructionsfor rules on performance reporting by the Board

The allocation of resources by the Board isintrinsically tied to the performance of the
Board. Therefore the Committee recommends the following principles for the measurement
of the Board’s performance and financial reporting:
1. TheBoard should create two annua reports:
(&) Audited report which is comparable to traditional financial reporting; and
(b) Performance report which incorporates global best practice systems of
measuring the efficiency of the regulatory system.
2. The performance report should use modern systems of measuring each activity of
the Board as objectively as possible.
3. Performance systems must require the Board to create and publish performance
targets.
All performance measures must be published in the annual report.
Performance measurement system should be reviewed every three yearsto
incorporate global best practices.
6. Every three years, an expert review of the overall working of India’s insolvency and
bankruptcy process should take place.
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Governance arrangement

The Committee believes that there are sound reasons for favouring financial and
operational independencein regulatory agencies. It allowsthe regulator to create capacity
and capability to perform itsfunctions. It al so reduces the scope for political interference
in the actual transactions of the regulator. With this in mind, the Committee
recommends that the Board be set up as a statutory body.

Process for legislative functions

Regulation-making must follow a structured process that alows all stake-holders to
be fully informed of and participate in the regulation-making process. The Committee
has therefore identified the process that the Board should follow while making
regulations and the mechanisms for the judicial review of legidative powers exercised



by regulators.

1. The Codewill set out the legal entity, form and organisational structure of the
Board.

2. The Code will define the composition of the Board and the roles and
responsibilities of the Board. The Code will set out the process for selection of the
board of the Board. Thiswill be done to ensure that the board is comprised of
experts who are selected in a transparent manner.

3. The Code or delegated legidlation may define the terms of appointment of the
members of the Board including conditions of service, duration of employment,
terms of resignation, removal and suspension of such members.

4. Rules made under the Code may define the minimum standards for the functioning
of the Board. This may include principles governing conduct of board meetings,
frequency of board meetings, method of taking and recording decisions, legitimacy
of decisions and conflicts of interest.

5. A mechanism for monitoring the compliance of the Board may be laid down in
rules made under the Code. Thiswill be through a special committee of the board,
areview committee.

6. The process for setting up advisory councils to advise the Board will also need to
be prescribed. Thiswill include the composition, and functions of such councils.

The Code or delegated legislation made under the Code must determine the process to
be followed for the formulation of regulations, starting with the manner in which the
drafting of regulations is to be initiated. The Committee recommends that the
regulation-making process should be directly overseen by the board of the Board.
Effective public participation in the regulation-making process is necessary to ensure
that subsidiary legislation are responsive to the actual requirements of the economy. It
will also help to check and improve the information and analysis done by the Board.
The Committee recommends that the process to be followed to carry out consultations
and receive public comments should be prescribed by rules framed under the Code. The
expected overall impact is that regulations will become more responsive to the needs of
thefinancial system.

In a system of principles-based provisions that are to be interpreted and applied by
the Board, there is a genuine need for clarifications and explanations. This would
require the Board to have the power to publish general guidelines to insolvency
professionals and information utilities explaining lawsand regulations. The Committee
believes that alowing the Board to publish guiddines of this nature will constitute an
important step in reducing uncertainty about the approach that the Board may take. The
mechanism of publishing guidelines should not beused to (in effect) to make regulations
without complying with the procedural requirements laid down for regulation-making.
For this reason, guidelines will be deemed to be clarificatory in nature. Violations of
guidelines alone will not empower the Regulator to initiate enforcement action against
regul ated entities.

4.1.9 Process for executive functions

The executive function includes inspections, investigations, enforcement of orders



and processing of complaints. The exercise of supervision and monitoring powers is
fundamental to effective enforcement. The Committee believesthat the overall approach
of the Code should be to provide for strong executive powers, balanced with greater
transparency and accountability, to prevent abuse. This will reduce alegations of
possible bias and scope of arbitrariness to the minimum.

It is aso important to ensure that there is no overlap in the legidative and executive
functions of the Board. The executive should not be allowed to issue instructions of a
general nature to all regulated entities or a class of regulated entities. Such instructions
should only be possible after the full regul ation-making process has been followed.

Box 4.5: Issuing regulations and public consultations by the Board

1. Theprocess for issuing regulations may be set out in rules made under the Code.
Thiswill include:

(&) The process for issuing regulations, the details to be captured in the regulations
and a cost-benefit analysis,

(b) The process for public consultation, specifying a designated time for receiving
comments from the public;

(c) The process for incorporating public comments in regul ation making; and

(d) The processfor issuing final regulations.

2. There must be a process for emergency regulation making where the Board may be
temporarily exempted from some of the requirements of the due process of
regulation making. Thiswill include the conditions, aswell the process and time
lines for the Board to comply with when issuing regulations in such cases.

4.1.10 Process for quasi-judicial function

In exercise of their supervisory and enforcement powers, regulators need to assess
whether or not regulated entities have adequately complied with the provisions of the
law and in case of any detected breach, they have the power to impose appropriate
penalties. These wide ranging executive powers given to regulators necessarily need
to be balanced with proper systems governing the application of administrative law.
Therefore, the Committee recommendsthat the exercise of quasi-judicial (administrative
law) functions by the Board needs to be carried out within the bounds of a sound
legal framework that ensures the separation of administrative law powers from other
powers of the Regulator.

The Committee recognises that actions taken by regulators can impose significant
penalties and burden on regulated entities. Therefore, therule of law requiresthat aclear
judicial process be available to persons who seek to challenge regulatory actions.



Box 4.7: Drafting instructionsfor ruleson the exercise of executive functions by the
Board

The Code will define the process for exercise of the executive functions of the Board. These
include the processfor:

Disposal of applications;

Grant of approvals, including licensing or registration;

Inspections, which may be routine or special;

Investigation of violations of regulations;

Proving violation of regulationsto the judicial officers (by leading evidence);
In the case of successful prosecution before the administrative law
department, suggesting enforcement actions; and

Compounding of offences with the involvement of the administrative law
department.
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Box 4.8: Drafting instructionsfor ruleson the exercise of administrative law functions

by the Board

The Board will designate one of its members as an administrative law member.
The Board may create a specia class of officers called administrative law officers.
The Code will define the process to be followed by the Board to exerciseits
administrative law function including the process to be followed in investigations.
4. TheBoard may, through regulations. lay down the procedure to be followed for the
discharge of administrative law functions by the Board.
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4.1.11 Framework for penalties

When the Board is convinced that the accused is guilty of a violation, he needs a
framework through which punishments can be imposed. The Code provides that the
Board may impose monetary penalties or cancel or suspend the registration of the
insolvency professional, insolvency professional agency or information utility as the
case may be.

4.1.12 Appeals against actions of the regulator

The Committee deliberated on which forum would be better equipped to decide
appeals from the Board’s orders. The Committee concluded that appeals from the
Board’s orders should lie before the NCLAT. An aggrieved party should have a
statutory right to appeal to the Supreme Court from the order of the NCLAT.

4.1.13 Obtaining resources and spending them

Insolvency and bankruptcy regulation, especially for individuals, islikely to bearesource
intensive function. The Board should be equipped with the capability and the
resources required to perform awide range of functions and is responsible for building
and maintaining the credibility of the bankruptcy and insolvency resolution process.
There is need for financial independence which alows the Board to have the required
flexibility and human resources that are more difficult to achieve within a traditional



government setup. This will enable the Board to hold assets independently and to
develop its own recruitment criteria and processes, which are necessary for mobilising
required human resources.

The Committee believes that as a good practice the Board should fund itself from the
fees collected from its regulated entities. However, the industry of regulated
professionals and entities focused on bankruptcy and insolvency will develop over time,
while the Board will require to perform its supervisory functions from the start. Asa
result, there will be a period in which the Board will need to be funded by the
government.

In the light of this, the Committee recommends that the Board be funded through a
mix of government support and fees collected from regulated entities for the first five
years after it comesinto being.

The Committee a so believesthat government involvement in thefinancial matters of the
Board should be minimal. Government must only control the salary and perquisites of
the members of the Board.

Section 4.1.3 has defined the four objectives of the Board. Under the oversight of the
board, each of these should be numerically measured. The budget process for each
year should consist of a process between the management and the board, where the
board proposes a set of targets and the management estimates the scale of expenditure
required to achieve these targets.

Box 4.9: Judicial review of the administrative law functions of the Board

The substantive content of regulations should not be subjected to judicial review.
Process violations in the issuance of regulations should be the subject of appeal.
Orders against regulated persons (either information utilities or insolvency
professionals) should be subject to appedl.

4. Thisappea should lie before National Company Law Appellate Tribunal (NCLAT).

Box 4.10: Finances of the Board

1. TheBoard will be funded through amix of feeslevied on the IPs and IUs and Central
Government grants. However, apart from this, the involvement of the Central
Government in the financial matters of the Board should be minimal.

2. TheBoard will specify, through regulations, the scale of feesit will levy and collect
as well as the manner of collection.

3. TheBoard should base its budget, on performance of the Board for the previous year
infulfilling its objectives, and the desired targets for the coming year.
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4.2

4.2.1

The Bankrupticy and Insolvency Adjudicator

Resolution under the Code involves two different phases, for both firms or individuals.
The first phase is where insolvency is resolved, and is referred to as the Insolvency
Resolution Process or IRP. If asolution isnot reached within aspecified time, the second
phase of resolving bankruptcy or insolvency istriggered. It referred to as liquidation for
entities and bankruptcy for individuas. In both these phases, insolvency professionals
are involved in managing the processes although their roles differ from one phase to
another. The Code provides various powers to the insolvency professional at each stage
which can be used subject to approva from the adjudicator. The adjudicator isakinto a
bankruptcy judge whose main objective is to ensure that the insolvency or bankruptcy
resolution is being performed within the framework laid down by the law. Chapters
5 and 6 explain this entire process in detail, along with the role of the adjudicator.
The following section describes the ingtitutional arrangement necessary for the proper
functioning of this adjudication institution.

Tribunals

Jurisdiction on firm insolvency and liquidation Under Companies Act, 2013, the
National Company Law Tribuna (NCLT) has jurisdiction over the winding up and
liquidation of companies. NCLAT has been vested with the appellate jurisdiction over
NCLT. Similarly, the Limited Liability Partnership Act, 2008 also confers jurisdiction
to NCLT for dissolution and winding up of limited liability partnerships, while
appellate jurisdiction is vested with NCLAT. The Committee recommends continuing
with this existing institutional arrangement. NCLT should have jurisdiction over
adjudications arising out of firm insolvency and liquidation, while NCLAT will have
appellatejurisdiction on the same.

Jurisdiction on individual insolvency and bankruptcy Current Indian laws on
individual insolvency are archaic and do not treat individual insolvency at par with
corporate insolvency in this regard. Jurisdiction over these matters are vested with
High Courts (for Calcutta, Madras and Bombay) or District Courts (for the rest of
India).

In the proposed Code, the goals of bankruptcy laws for individuas overlap considerably
with the goals of corporate insolvency and liquidation. Therefore, there are economies
of scale in having the same judicia institution adjudicating the resolution process for
firms and individuals. However, unlike firm insolvency and liquidation, the physica
infrastructure of the adjudication institutions for individual insolvency need to be much
more wide spread across the entire country to facilitate access to justice for the common
Indian. Currently, NCLT is awork in progress and it may take some time for NCLT
benches to have a wide scale presence at national level. In contrast, at present Debt
Recovery Tribunal (DRT) benches have much wider presence across the country. There-
fore, the Committee recommends that DRT should be vested with the jurisdiction over
individual insolvency and bankruptcy matters.
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Jurisdiction on insolvency regulator The Code establishes an insolvency regulator
(the Board) for regulating insolvency professionals, insolvency professional agencies
and information utilities. This regulator may have an administrative law wing to
perform the quasi-judicial functions of the regulator. These orders are envisaged to be
in the nature of regulatory orders vis-a-vis regulated entities. Aggrieved persons
should be able to appeal against such orders. A statutory right to appea is
consequently necessary for this purpose. The Committee recommends that the NCLAT
should have appellate jurisdiction over orders passed by the insolvency regulator.

Territorial jurisdiction

The jurisdiction of NCLT and DRT could be determined based on the place where
the cause of action arose or the location of the debtor. The current Indian law on
corporate bankruptcy has caused much confusion on this issue. Under the Companies
Act, the location of the registered office of the debtor company determines which
company court will have jurisdiction. In contrast, under the Recovery of Debts Due to
Banksand Financial Institutions Act, 1993 and the Securitisation and Reconstruction of
Financial Assetsand Enforcement of Security Interest Act, 2002, the DRT within whose
jurisdiction the cause of action arises, wholly or in part, may also have jurisdiction.
Since a part of the cause of action arises at the location of the bank branch where the
loan transaction had taken place, the DRT which has jurisdiction over the bank branch
is an eligible forum for an original application by the bank. This has lead to much
cross-litigation and conflicting orders between the company court and the DRT. To
avoid this confusion it is essential that in corporate bankruptcy matters the jurisdiction
of the NCLT should be determined according to the location of the registered office of
the debtor firm. In individual insolvency matters, the jurisdiction of the DRT must be
determined according to the place where the debtor actually and voluntarily resides or
carries on business or personally worksfor gain.

The proposed Code envisages the NCL T as an exclusive forum for firm insolvency and
liquidation adjudication, while DRT is envisaged as an exclusive forum for individual
insolvency and bankruptcy adjudication.

The jurisdiction of any civil court or authority should be specifically barred where
NCLT or DRT hasjurisdiction. No injunction can be granted by any court or authority
in respect of any action that the NCLT/NCLAT or DRT/DRAT is empowered to take
under the Code.

Further, following from current law, once a liquidation or bankruptcy order has been
made, leave of the NCLT or DRT would be necessary to proceed with any pending suit
or proceeding or to file any fresh suit or proceeding by or against the debtor firm or
individua. This will ensure the sanctity of the liquidation or bankruptcy process. The
NCLT or DRT should also have jurisdiction to entertain and dispose of any pending or
fresh suit or legal proceeding by or against the debtor company or individual; question
of priorities or any other question, whether of law or facts, in relation to the liquidation
or bankruptcy. By bringing all litigations that may have a monetary impact on the



4.2.3

Box 4.11: Draftinginstructionson jurisdiction of the Tribunals

1. The DRT having territoria jurisdiction over the place where an individual actually and
voluntarily resides or carries on business or personally works for gain can entertain an
application under this Code regarding such individual .

2. The NCLT having territorial jurisdiction over the place where the registered office of a
firm islocated can entertain an application under this Code regarding such firm.

3. No civil court or authority will have jurisdiction to entertain any suit or proceedings in
respect of any matter on which the NCLT/NCLAT or DRT/DRAT hasjurisdiction.

4. No injunction must be granted by any court or authority in respect of any action taken or
to be taken by the NCLT/NCLAT or DRT/DRAT pursuant to the Code.

5. Once a bankruptcy order has been made, the DRT will have jurisdiction to entertain or
dispose of:

(a) any suit or proceeding by or against the individual debtor;

(b) any claim made by or against the individual debtor;

(c) any question of prioritiesor any other question whatsoever, whether of law or facts,
arising out of or in relation to bankruptcy of the individual debtor.

6. Once aliquidation order has been made, the NCLT will have jurisdiction to entertain or
dispose of:

(a) any suit or proceeding by or against the firm;

(b) any claim made by or against the firm, including claims by or against any of its
branchesin Indig;

(c) any question of prioritiesor any other question whatsoever, whether of law or facts,
arising out of or in relation to the firm.

7. The NCLAT will have jurisdiction to hear appeals arising from an order passed by the
insolvency regulator.

8. An appeal from an order of the insolvency regulator under this Code must be filed within
forty five days beforethe NCLAT.

9. The NCLAT may, if it is satisfied that a person was prevented by sufficient cause from
filing an appeal within forty five days, allow the appeal to be filed within a further
period not exceeding fifteen days.

economic value of debtor firm or individual’s assets within the jurisdiction of the NCLT,
the liquidation or bankruptcy process will be made streamlined and efficient. However,
proceedings before the Supreme Court or the High Court must not be within the purview
of this clause.

Proceduralrules

The Central Government must issue procedural rules governing the proceedings before
the NCLT and the DRT. These rules should aso include provision for charging fees.
The scale of fees may be decided taking into account the budgetary requirements of
the institution without compromising with the ease of accessibility to the adjudication
system. A procedure committee with representation from the users of the adjudication
mechanism should review the functioning of these rules and provide feedback to the
tribunals every year based on which the Centra Government may consider improving
them. The President, the Presiding Officer or the Chairperson, as the case may be, may
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also issue practice directions to supplement the working of the rules of their respective
tribunal. Ideally, with time, these practice directions should be incorporated into the
rules to make the rules more comprehensive and detailed.

Delegated legidation relating to the NCLT and the DRT may provide for some
procedural matters aimed at improving the transparency and accountability of the
tribunals. These include alowing audio-visual recording of all proceedings,
publishing of records of the proceedings and all other necessary information.

Essential features

In this section, the Committee lays down best practices, which may be followed by the
NCLT and the DRT (“Tribunals”) to ensure efficient case management and
adjudication. These may be codified through suitable delegated |egislation.

Maximising efficiency of the Tribunals would require maximum use of technology
and minimum human intervention. This should start with the filing process itself.
Currently, most courts and tribunals have a physical paper-based filing system. Even

those which have moved to ‘e-filing’ have merely computerised the present processes.*
Consequently, a lot of time is wasted at the registry at the filing stage because of
formatting defects, errors in payment of fees etc. Instead of computerising the
present filing process, the Tribunals should re-engineer the entire filing process with
a view to making it a paperless system. Essentialy, this would require an e-filing
software which will provide aweb-based format for the drafting and filing of petitions
and applications before the tribunal along with features for online payment of the
necessary fees. The web-based e-filing formats should be continuously updated to
improve standardisation of the petitions and applications filed as well as impose strict

page or word limits to ensure better drafting quality of the pleadings.” Softcopies of

the necessary annexures could also be uploaded through the e-filing system.”

1Simply computerising the existing processes of courts will not give us better functioning courts.
Projects must start with the mandate of building a world class court, not a mandate of computerising the
court. See, Dattaand Shah,

2Limitations on number of pages and words that can be used in pleadings are found in procedural
rules of foreign courts. For example, see Rules 28.1(e), 32(a)(7) United States Supreme Court,

3In US, most bankruptcy courts permit or require documents to be filed electronically, except those
filed by pro sedebtors. See, Sobel, ; in Australia, the County Court of Victoriaallowsfor e-filing of




On final submission of any petition or application through the e-filing system, a text-
searchable portable document format of the petition or application should be generated
along with a unigque case number. The ultimate objective of the e-filing system should
be to dlow parties to file their petitions, applications and supporting documents
online 24x7 from any location without any physical interaction with the tribuna and
its staff. Figure 4.1 and Figure 4.2 show the log-in pages of the e-filing systems of the
Dubai International Financial Centre (DIFC) court and the Federal Court of Australia
respectively.

P
DIFC

COURTS e N
Please Login:

User name or EMail: ]

Password: \

Public login

Forgot your Password?

Please click here to sign up for a new account.

Copyright 2011-2014 DIFC Courts Created by Visionhall

Figure4.1: DIFC Court log-in page

After filing of a matter, the status, relevant documentation, schedules of hearings etc.
should be automatically managed by a case management software. No matter should be
placed before the judge unless the predefined prerequisites are satisfied. For example,
judicia time should not be used unless pleadings necessary for the judicial hearing
are complete.” The Tribunal administration must ensure this with the aid of the case
management system.

The rules of the Tribunal should aso provide for pre-hearing conferences to help
ascertain if al the prerequisites for a judicial hearing have been met.° A judicial
hearing should focus on the exact disagreement on facts and the lega arguments
mentioned in the

most documents via electronic submission. The County Court Rules of Procedure in Civil Proceedings
2008 expressly provide for the same. For details, see, County Court of Victoria, 2014,

4The Supreme Court has observed that ‘pleadings are foundation of the claims of parties. Civil
litigation is largely based on documents. It is the bounden duty and obligation of the tria judge to
carefully scrutinize, check and verify the pleadings and the documents filed by the parties. This must be
doneimmediately after civil suitsarefiled.” See, Supreme Court of India, n.d.

SReportedly, the Law Ministry is considering introduction of the system of pre-trial hearings on the
lines of the UK and the US pursuant to deliberations of the National Mission for Justice Ddlivery and
Legal Reforms. See, Press Trust of India, 2015.



Federal Court of Australia | Federal Circuit Court of Australia

You are not logged in
ﬂ eLOdgmenT Go to eCourtroom

Federal Law
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2 Welcome to eLodgment
Login
eLodgment can be used for the electronic lodgment of applications and supporting documents in
Federal Law matters.
Username:
[ Please click here to find out more about eLodgment or email us if you have any questions.
Password:
SYSTEM STATUS
- System Available -
Login | If you are having issues accepting the Obligation Page either press the
Enter button on your keyboard to accept the Obligation page or change the
) compatibility settings if using Internet Explorer
Register Now
Forgotten Username SYSTEM MAINTENANCE

Forgotten Password

Figure 4.2: Federal Court of Australialog-in page

pleadings.® Each judge should have a dedicated research team to adequately brief the
judge for each hearing.” The Tribuna should enable hearing through video
conferencing mechanism.® Thiswill alow parties to present their cases from a hearing
center at acity beforeabench sitting in another city.

Oral argumentsshoul d betimebound and confinedto thepleadingsonly.’ Theprocedural
rules of the Tribunal may aso provide for only paper based hearing in appropriate
circumstances.’’ A matter taken up for final hearing must be finished off and not left

6T he Supreme Court has suggested that “at the time of filing of the plaint, thetrial court should prepare
complete schedule and fix dates for all the stages of the suit, right from filing of the written statement till
pronouncement of judgment and the courts should strictly adhere to the said dates and the said time table
asfar aspossible. If any interlocutory application isfiled then the same be disposed of in between the said
dates of hearings fixed in the said suit itself so that the date fixed for the main suit may not be disturbed.’
See, Supreme Court of India, n.d.

“In US, many appellate judges require their law clerks to prepare a memorandum on each case (a
‘bench memo’) for the judge to review before hearing oral arguments. In some circuits, the law clerk for
onejudge may prepare a memorandum to be circulated among the three judges on the panel prior to oral
argument. The judges will study the memos in advance of oral argument. See, Sobel, 2007; the US laws
specifically alow each bankruptcy judge to appoint asecretary, alaw clerk, and such additional assistants
as the Director of the Administrative Office of the United States Courts determines to be necessary. See
28 USC 8156, Law Revision Counsel, 2015.

8As an example, the Federal Court of Australia has online courtrooms which are used by Judges and
Registrarsto assist with the management and hearing of some matters before them. Such mattersinclude
ex parte applications for substituted service in bankruptcy proceedings and applications for examination
summonses; however eCourtroom may also be used for the purpose of the giving of directions and other
orders, in general Federal Law matters. The eCourtroom isintegrated with el odgment, providing parties
with a link between eCourtroom and elL.odgment to facilitate the electronic filing of documents. For
details, see, Federal Court of Australia, 2015.

9Procedural rules of some foreign courts alow the time for oral hearing to be pre-fixed. Longer
arguments can be allowed only on filing of amotion reasonably in advance. See Rule 34(b), United States
Supreme Court, 2013.

Right of hearing need not alwaysincluderight to ‘oral’ hearing. Advanced common law jurisdictions



part heard. Every judicial hearing must be audio-visually recorded and published.™
Every order of the tribunal must be immediately made available online. After the final
disposal of amatter, all petitions, applications and orders pertaining to that matter must
be made available online on a single web-page publicly accessible free of charge. All
such web-pages must be arranged in a systematic manner to alow anyone to search for
aspecific matter by is unique number, parties’ name etc. Figure 4.3 shows the summary
page of arecently decided matter before the UK Supreme Court.

The

SUPREME | Case details
COURT

» Decided cazes

Current
cases

Decided Court Visiting The About The News
cases procedures Court Supreme Court and publications

Commissioners for Her Majesty's Revenue and Customs (Respondent) v The
Rank Group PLC (Appellant)

Judgment date
08 Jul 2015

Neutral citation number
12015} UKSC 48

Case ID
UKSC 20130257

Justices
Lord Neuberger. Lord Reed, Lord Carmwath, Lord Toulson, Lord Hodge

Judgment details

- Judgment (PDF
- Press summary {PDF]
- Judgment on BAILH (HTML version)

Watch Judgment summary

08 Jul 2015 Judoment summary

Watch hearing

21 Apc 2015 Maorming sessica Afterncon session

Figure 4.3: UK Supreme Court case details web page format

The Tribuna must devel op acase-load forecasting model. Thefinancial budgeting of the
Tribunal must be based on the forecasted case-load. Based on the estimates, resources
need to be allocated in advance to ensure that the disposal rate of the tribunal is not
hampered due to resource constraint. However, potential tendencies of mismanagement
of judicial budget should also be curbed by making the tribuna administration
accountable for the expenditure. To enhance accountability the law must require the
tribunal to publish an annual report at the end of every financial year. The rules of
annual reporting must require an audited financial statement of the tribuna along
with a performance report. The performance report must clearly show the level of
performance achieved by the tribunal against the targets under various parameters
during the assessment year

allow for dispensing with oral hearing in certain matters. For example, see Rule 34(a)(2), United States
Supreme Court, 2013; also see Rule 32, Lord Chancellor, 2014.

Most jurisdictions have started moving towards audio-visual recording of court proceedings. The
High Court of Australia publishes audio-visual recordings of full court hearings; UK Supreme Court
publishes audio-visual recording of all current and decided cases, US Supreme Court publishes audio
recordings of proceedings before it. For details, see, Stepniak, 2012; recently, in India, Calcutta High
Court for thefirst time allowed audio-visual recording of acourt proceeding. See, High Court at Calcutta,
n.d.



againgt the budget spent. All performance statistics like pendency rate, disposal rate
etc must be published and the entire data set must be made available in proper format.
Every instance of matters not being disposed off within a reasonable time frame must
also be reported.

4.3 Bankruptcy and Insolvency Information Utilities

Before the process of resolution can begin, an essential step required is to correctly
establish the facts about what are the assets available, who the claimants are, and what
contracts are in force. Traditiondly, this has involved paper based processes, and comes
with its own problems, such as the need to ensure that the documents are in hand are
true copies. Advances in technology and computational power of recent decades have
created an opportunity to dramatically reduce the cost and complexity of managing
information. In turn, this allows using the information to eliminate delays and frictions
in resolving insolvency and bankruptcy: drastically reducing delays and reducing costs.

India has been a late starter in building the institutional infrastructure for a liberal
democracy and a market economy. At many steps in this journey, progress has been
made by ‘leapfrogging’ — utilising contemporary computer technology to design aspects
of the government and of the economy which were not feasible at the time when
mainstream solutions in advanced countries fell into place. Examples of this include
electronic voting and the Aadhaar system (Shah, ; Claessens, Glaessner, and
Klingebiel, ). The Committee believes a similar ‘leapfrogging’ opportunity exists
in the field of insolvency and bankruptcy. Thereis apossibility to go to the top decile of
countries of the world, by utilising computer technology, and often doing thingsin ways
which are not seen even in advanced countries as of 2015.

This section focuses on this ‘information infrastructure’ for a sound insolvency and
bankruptcy resolution process. In many cases, the initiatives proposed here have value
over and abovethis process. In the following text, we note these other benefits in passing
and for sake of completeness, while primarily focusing on the requirements for a high
quality resolution of insolvency and bankruptcy. The attempt of this section is to create
an information infrastructure which will put India in the ranks of the top decile of the
world by way of information management both before and after insolvency is underway.

4.3.1 Bankruptcy and insolvency information utilities

The information infrastructure required for the insolvency and bankruptcy process that
is proposed in this report consists of two sets of rules: rules that govern information
submission and rules that govern information access and release during insolvency. The
operations of the process require a class of “bankruptcy and insolvency information
utilities” (referred to as IUs): firms which stand ready to receive information filings
that are required under this Code, and stand ready to deiver information when
requested. As acaveat, it must be added that the provisions relating to 1Us contained in
the Code are enabling provisions to facilitate the development of an industry of Us that
will happen over time.

The Board will license and regulate the working of the IUs. There is the possibility of a
market failure developing in the form of market power where a small number of firms
reap monopoly profits. Hence, thisis intended to be an open competitive industry with
exactly one tariff (the price charged upon the person submitting information). If the
first set of pioneers earn a particularly high return on equity, nothing should prevent



additional players from entering the business. Interconnection regulation would ensure
interoperability between multiple players, al of whom would support the identical APIs
for electronic access. This pro-competitive environment would ensure that supernormal
profitswill not arise.

In the course of resolving insolvency and bankruptcy, many players would access
information from these IUs. They would use a standard API to obtain information from
multiple utilities, thus assembling the full information set upon demand. The charges

imposed herewould only be the telecom charges.™?

From the viewpoint of the end-use of information, centralisation of information is
desirable. At the same time, centralisation involves problems associated with the
elevated profit, and low quality work, of monopolies. The Committee has chosen the
strategy of information that is distributed across multiple utilities. A full view of any
one case (e.g. one firm bankruptcy) will be assembled in real time by querying all the
IUs that exist. Queries will take place at a negligible cost. Competition will drive down
the user chargefor filing.*

IUs are essential for the process of filing information. However, they are not central to
the large scale decentralised process of accessing and utilising this information. Further
dissemination or processing or value added services would come about through a variety
of access mechanisms which can include the media, information companies and research
organisations. All such entities would be able to easily access data from al 1Us at
telecom charges, and then resell or redistribute this information, with or without value
added. The access of these entities are subject to rules of privacy specified by the
Regulator.

Drafting instructions for rules governing the industry of IUs are placed at Box 4.13.

2Persons involved in the insol vency process attach a very high value upon comprehensive information.
Hence, they will always run a query on each information utility, in order to assemble the full picture. This
raises the possibility of a small information utility charging very high prices for access to information.
Hence, the Committee favours a tariff structure where revenues are obtained through a simple flat tariff
structure at the point of mandatory submission of datato ainformation utility chosen by the entity that is
doing the submission.

13Distributed information utilities have many other interesting implications. As an example, it may be
cheaper to require filers to submit information to two distinct information utilities, and thus reduce the
costs of high availability and disaster recovery at any one utility.



Box 4.13: Drafting instructionsfor rules gover ning bankruptcy and insolvency
information utilities

1. TheBoard will license entities who will perform the role of information utilities.

2. All information utilities will satisfy the following characteristics:

(@ They will accept electronic submission of datafrom personswho are obliged,
under the Code, to submit information.

(b) A feewill be charged for the submission of data.

(c) The Board will regulate interconnection to ensure free entry, and
interoperability, between all information utilities.

(d) All information utilitieswill exhibit identical APIs for submission of
information and access to database.

(e) The Board will prescribe minimum service quality standardsincluding
uptime, disaster recovery, latency, etc.

(f) The price charged for information access will be the cost of transmission of
the information.

(9) Norestrictionswill be placed upon the use of information that is given out by
information utilities, subject to applicable laws.

4. The Board will regularly run sample studies to assess the accuracy and completeness
of information obtained from information utilities, and take remedial steps when the
level of gaps and errorsis large enough to materially hamper the insolvency
resolution process.

5. The Board will specify statistical information which must be regularly released by all
information utilities.

4.3.2 Information requirements for insolvency and bankruptcy resolution

The Committee debated on what categories of information must be available to all
participants in order to ensure that a resolution process is swift and efficient. While all
information is important, certain parts of the information becomes critical at different parts of
the resolution process. For example, in order to trigger a case of insolvency against an
entity, the creditor will need to demonstrate proof of (a) having a liability against the entity,
and (b) the entity having failed on a promised payment. Without this evidence, the adjudicator
will refuse to register the insolvency case, or defer the matter until the insolvency can be
proved. If, on the other hand, the record of the liability is readily accessible from a
registered 1U, and the instance of default is aso recorded within, the time taken and the cost
to trigger the case of insolvency can be reduced. Thus, it isimportant to identify what arethe
information requirements that are critical to a swift resolution of insolvency and bankruptcy,
and who can accessthe information at what point of the process.

The Committee defined categories of information asfollows:

Reliable and readily accessible records of liabilities of asolvent entity.

Clear evidence of the instance of defaullt.

Records of assetsthat are pledged as collateral against secured credit contracts.
Reliable and readily accessible records that comprise the balance sheet and cash-
flow statements of the entity.

A wbhPE



4.3.3 Information about the liabilities of a solvent entity

A solvent entity has a certain structure of liabilities. The terms of all contracted liabilities are
relevant for valuing liabilities. As an example, the presence of debt, and the terms on which
the debt is contracted, isrelevant for the pricing of equity. Whiletheidentities of counterparties
should remain private, the existence of al financial contracts along with the terms and
conditions, isrelevant for all financial analysis related to the health and status of the entity.

Liabilities fal into two broad sets: liabilities based on financial contracts, and liabilities based
onoperational contracts. Financial contractsinvolvean exchangeof fundsbetween the entity and
a counterparty which is afinancial firm or intermediary. This can cover a broad array of types
of liabilities: loan contracts secured by physical assets that can be centrally registered; loan
contracts secured by floating charge on operational cash flows; loan contracts that are
unsecured; debt securities that are secured by physical assets, cash flow or are unsecured.
Operationa contracts typicaly involve an exchange of goods and services for cash. For an
enterprise, the latter includes payables for purchase of raw-materials, other inputs or services,
taxation and statutory liabilities, and wages and benefits to employees.

Given the importance of such information to the access to finance for enterprise, severa efforts
have been implemented over the last decade, particularly with the development of technology,
such as the MCA21 at the Registrar of Companies, which acts as a repository of balance
sheet information. However, despite mandating disclosure and making non-compliance a
criminal offence, existing information registration systems have not had good compliance
records. One reason for alack of complianceisthelack of sound enforcement. An advantage
of the information systems in the Bankruptcy and Insolvency processis that the Code places
the information as a critical lever in the hands of the debtor or the creditor. The Code specifies
that if the Adjudicator is able to locate the record of the liability and of default with the
registered |Us, a financial creditor needs no other proof to establish that a default has taken
place.

TheCommitteerecommendsthat thel Usshouldincluderecordsof all financial liabilities, secured
and unsecured, and proposes atwo part framework:

1. Centralised databases about the full set of liabilities of all entities that are entered into by
financia firms. These will be obtained through filings of contracts and securities from
the financia firms and intermediaries.

2. Public disclosure norms about the liabilities by the 1U will vary depending upon
whether the entity has listed securities or not. Thiswill be asfollows:

(@ For all entities that have at least one listed security, there will be public
disclosure of the terms and conditions of these contracts, but not identities of the
sources of financing. The reasoning for this is that investors are likely to require
information about the full structure of liabilitiesin order to value thelisted security.

(b) For entities that do not have even one listed security, access to the terms and
conditions of these contracts will be made available even but in a limited manner.

Access to information about all contracts will be available to all existing financial firms and
intermediarieswhich arecreditorstotheentity. It canalsobetemporarily enabled by the entity to
afinancia firm which isapotential creditor.

This mechanism ensures comprehensive capture of the activities of financial firms in
establishing the liabilities of al entities. For listed entities only, anonymised information about
the contracts that make up the liabilities will be available in the public domain at all times. This
will assist the valuation of all securities issued by these entities, and acts as an incentive for al
financial firms to file the records of their ligbility. So that entities that are not listed can also



benefit from superior valuation, the Code enables access to this information in the U to both
existing creditors aswell as potential creditorsto the entity.

The second set of liabilities are operational liabilities, which are more difficult to
centrally capture given that the counterparties are a wide and heterogeneous set. In
the state of insolvency, the record of all liabilities in the IUs become critical to
creditors in assessing the complexity of the resolution required. Various private
players, including potentia strategic acquirers or distressed asset funds, would
constantly monitor entities that are facing stress, and prepare to make proposals to the
committee of creditorsin the event that an insolvency is triggered. Easy access to this
information is vital in ensuring that there is adequate interest by various kinds of
financia firmsin coming up to the committee of creditorswith proposals.

Itisnot easy to set up mandatesfor the holdersof operational liabilitiestofiletherecords
of their liabilities, unlike the case of financial creditors. However, their incentivesto file
liabilities are even stronger when the entity approaches insolvency. The Code provides
that the electronic filing of their transactions can act as easily accessible proof of claims
using the Adjudicator will accept the application by the creditor to trigger an insolvency
resolution process. With a competitive industry of 1Us, even operational liabilities can
be readily recorded aslong as the cost of the filing can be balanced against the certainty
of being counted in the priority of payment if the entity fallsinto bankruptcy. The need
for avariety of 1U offering services at different costs for different users becomes one
more reason why the Board must ensure that the industry of the IUs remains
competitive (Box 4.13).

Drafting instructions for regulations that may enable the ongoing tracking of the
transactions that make up the financial liabilities of al entities, while they are going
concerns, areplaced in Box 4.14.

4.3.4 Information about operational creditors

While the Committee considered that it is fair to empower the operational creditor to
trigger the resolution processes, the difficulty lies in the implementation of an
efficient mechanism to enable such creditors to do so. The Committee considered
that one approach could befor the operational creditor to present an undisputed invoice
demanding payment or notice delivered by such creditor to the debtor asadocument
asjoint proof of an existing liability and a default by the debtor on thisliability. Thisis
similar to the statutory demand of the U.K. as described in Box 4.15.

In asimilar manner in India, the operational creditor can serve anotice to the debtor
demanding payment of debt within specified number of days and confirm that debtor
has not disputed the demand. .

This can be filed online at a regulated 1U using the unique identifier of the registered
entity that is available on the registration authority, such as the Registrar of Companies
for entities under Companies Act 2013. For an individual, these may be done through
credit information systems on individuals such as credit bureaus. Below a threshold
value of the bill specified by the Board, the filing system can be set up to serve the
invoice or notice electronically to the entity. Once the invoice or notice is served,
the debtor should be given a certain period of time in which to respond either by
disputing it in a court, or pay up the amount of the invoice or notice. The debtor will
have the responsibility to file the information about the court case, or the repayment



record in response to the invoice or notice within the specified amount of time. If the
debtor does not file either response within the specified period, and the creditor files
for insolvency resolution, the debtor may be charged a monetary penalty by the
Adjudicator. However, if the debtor disputes the claim in court, until the outcome of
this case is decided, the creditor may not be able to trigger insolvency on the entity.
This process will act as a deterrent for frivolous claims from creditors, as well as act
as a barrier for some types of creditors to initiate insolvency resolution.

A debtor, who is filing for insolvency resolution, must file a comprehensive list of all
operational liabilities over the previous two years into a registered IU. This includes
liabilitiesfor purchase of goodsor services, and will result in the Adjudicator charging a
penalty to the debtor if new liabilities with clear evidence surface during the insolvency
resol ution process.



Box 4.14: Draftinginstructionsfor the Code and theregulationsthereunder

for information captureabout theliabilities of financial creditors

1. Financial firms who are the counterparties to, or the arrangers of the transaction where a
registered entity obtains financing on its balance sheet, must do an electronic filing about
the transaction to aregistered |U. The format and period within which the filing must be
done will be specified by the Board, and must be co-signed with the counterparty to the
contract.

2. The electronic filing must be done at the initiation of the transaction, at any and all
subsequent modifications, and at the closeout of the transaction. The form for the
modifications will be specified by the Board. This will ensure that the information about
theliability remainscurrent at all times.

3. Thefiling must be consistently done: all subsequent information about the transactions
must befiled at al the databases where theinitial filing wasdone. At all times, it should be
possible to query the database(s) and obtain the full picture of the liabilities of all entities
on any day.

4. If thefiling does not satisfy regulatory specifications, the U will haveto removetherecord,
and send notices to both counterparties about the failure in filing within 24 hours.

5. The class of transactions which reguire filings by financial firms will be specified in
regulations.

6. For al entities who have even one listed security, this data should be publicly accessible.
The full set of outstanding contracts, in their updated form, which make up the liabilities
of all listed entities should be available to any financier of the entity. The content of the
information that is to be made available and the manner of access will be specified by the
Board.

7. The liabilities of an entity that does have not even one listed security, while all this
information is present with registered 1Us, will not be publicly accessible as long as the
entity is solvent. The information will be available to existing creditors of the entity where
the content and manner of access will be specified by the Board. The entity will also be
able to allow temporary access to any financial firm with whom it isin discussion for a
credit transaction. The manner of the access will be specified in regulations.

8. Theinformation that ispublicly released should not show the identities of the personswho
are supplying financing; what should be shown is only the terms and conditions of the
financial contract.

Box 4.15: Statutory demand asevidencetoinitiateabankruptcy proceeding

intheU.K.

If a creditor in the UK wants to initiate a bankruptcy proceeding and needs to produce a clear
evidence that she has an undisputed amount due, she files a statutory demand on the debtor.
= This done through a standardised demand form titled Form 6.07: Creditor’s Bankruptcy
Petition on Failure to Comply with a Statutory Demand for a Liquidated Sum Payable
Immediately which is available from The Insolvency Service of the U.K. Government.
= These can be presented to the debtor, either in person, through registered post or through a
solicitor.
= On receiving a statutory demand, the debtor has the right to dispute it in the Bankruptcy
court within aspecified period (say 21 days).
= |f the debtor does not do so, this demand can be used as abasis for initiating a bankruptcy
or insolvency.
= |f the debtor does dispute it, she has to then be party to the case for deciding the status of
the statutory demand.




Box 4.16: Drafting instructionsfor the Code and regulations for

information capture about liabilities of operational creditors

1. Anoperational creditor in Indiawantsto initiateinsolvency resolution with aclear evidence
that she has an undisputed amount due files arecord of undisputed bill against the debtor.
The form and manner of the filing will be specified by the Regulator.

2. For billsabove athreshold value specified in Regulation, the record must contain informa-
tion about the liability and evidence of having been served to the debtor.

3. For bills below athreshold value specified in Regulation, the |U will serve the bill to the
debtor at anominal cost.

4. Onreceiving the bill, the debtor can either

(a) File a dispute case with the Adjudicator, where she is then party to the case for
deciding the status of the hill, or,
(b) Make the due payment to the Adjudicator who will pay the creditor and send an
order to the U to remove the record of undisputed bill
within aperiod specified in regulations.

5. If the debtor does not do neither, the record can be treated as an undisputed bill and used

asabasisfor initiating abankruptcy or insolvency.

4.3.5 Information of default or restructuring

A critica gap in the existing information infrastructure is the lack of information about defauilt.
Unlike existing definitions of default today which is substituted by definitions of non-
performing assets, the Committee took the view that the sooner the stress was known to the
creditor community, the more swift would be the resolution of insolvency. Thus, it isimportant
that the event of default is visible to creditors as soon as it takes place. In order to ensure this,
the Committee was of the view to draw upon the transmission of cash flows to securities
holders to provide the event of default.

For entitiesthat i ssue securities such as equity, bonds, preference shares, the Committee believes
that a single electronic mechanism should exist, through which all cash flowsto the holders of
their securities are transmitted in a frictionless manner. The logical place where this work
should take place is in the depositories, who maintain the title on all securities (equity or
debt). For ordinary solvent entities, this would remove transactions costs from the process of
delivering cash flowsto all ownersof securities.

This system has numerous advantages for the securities markets as a whole, and for
corporate bonds in particular. For al investors, it gives a frictionless mechanism for
transmission of cash flows from issuers to beneficiaries. It removes the possibility of issuers
who selectively default on payments to powerful investors while reneging on less powerful
investors. It eliminates the delays associated with establishing the fact that default took place
when a bondholder desires to force the entity into the insolvency resolution process. the
depositories would be able to rapidly produce definitive proof that the required amount of
cash was not sent to them on the appointed date.

With this framework in place, the event of default to the creditors then becomes a failure of
transmission of the promised cash flow into the account. The depository can forward the
information about the failure to the IU in a manner specified by the Board, and the IU records
it as afallure against the relevant liability. Since financia creditors can query and observe the
record of a failed payment against any of the liabilities of the entity, the diligent financial
creditor can take appropriate action. This may be in the form of seeking information from the
management, or starting anegotiation to understand the state of health of the entity.



The Committee also considered the importance of making public information about default,
which could be addressed through three elements.

When an entity has even one listed security, the event of default on a loan or a bond is a
material disclosure that should be available to al security holders. For example, when a bank
has a borrower where the exposure exceeds 0.1% of the total assets of the bank, default ought
to be released by bank to the investing public. Another approach could be a public signa
from the depository itself. Since all cash flows from issuers would be processed by
depositories, a depository seeing inadequate cash coming into it when compared with the
obligations on a bond could publicly announce default.

4.3.6

Information about secured assets

Information about secured assets become even more important if the resolution leads to
an outcome of liquidation. In liquidation, lenders with secured assets are most likely
to want to retrieve their security and carry out debt recovery by themselves so as to
minimise the cost of the liquidation and maximise their loss given enterprise default.
The Committee believes that secured lenders to an enterprise will be incentivised under
the provisions of the Code to ensure that accurate records are filed with the lU. Sincethe
records can be easily verified from the Us, the Liquidator can easily rel ease the security
to the creditor. On the other hand, if the creditor has not filed the record, this imposes
an additional cost on the Liquidator, who will have to verify both the assets as well as
the claims of the creditor. The Code or delegated legislation thereunder will provide
that creditors who fail to register their secured assets will have to separately pay the
verification charges and costs of the Liquidator and the Adjudicator. These will not be
included inthe costs of theliquidation resolution process.

Aswith theregistration of theliabilitiesin Box 4.14, the documentation, format and the
manner in which therecord of the secured asset needsto be filed may be specified by the
Board. For example, at the time of submission, the Board can specify that the record
must be signed off by both counterpartiesto the transaction. If both counterparties have
not signed within 48 hours of the security being filed, the Board will specify that the
record be rejected by the IU. The Committee believes that a similar approach can be
adopted for all manner of secured assets, whether it is physical collatera or floating
charge against receivables. In the case of the latter, the secured asset will be recorded
as cash flows expected during the term of the contract.

Leveraging the existing Information Systems

As a consegquence of policy recommendations on the need for better systems of
information management for credit markets (Rajan, ), as well as the rapid
advance of technology in financia systems in India, there are pockets of
information management firms that can be useful bases on which to start the
bankruptcy and insolvency information utilities.

For example, there have been severa efforts on building registries for secured assets.
For example, afully electronic registry provides for registration of charges on secured
assetsheaded by the Registrar of Companies (RoC). State governmentsrun land registries
that serve as a source of information for land as collateral and other state registries for
registration of certain kinds of motor vehicles. The Central Registry of Securitisation
Asset Reconstruction and Security Interest of India (CERSAI) was established under
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the SARFAESI Act, 2002, which registers a category of security interests to financial
credit contracts that are secured by an underlying asset. In a recent report, (Umarji,

) has proposed a more comprehensive range of categories of secured assets that
can be registered at CERSAI. Once this becomes operational, CERSAI could be an
important part of the IUs for swifter liquidation under the Code. The securities markets
depositories haveinformation about all securitised debt contracts.

The Committee considered that the existing systems serve asthe starting point for access
to filings on secured assets during the insol vency resol ution process, once these systems
register with the Board as a IU. However, at present severa of these systems have
developed under different laws and regulatory agencies, which may mandate a different
manner and type of disclosure made into these systems. These mandates also involve
restrictionson accessto all partieswho may beinvolvedin an insolvency and bankruptcy
resolution case. An enabling framework may require amending respectivelawsto enable
access of the information to the relevant parties during the resolution processes under
the Code.

Rules about privacy of information in an IU

There is atension between legitimate concerns about privacy, and the gains to society
from more open rel ease of information. The position of the Committee onthese questions
favourspartial public accesstoinformation about liabilitieswithout identitiesat all times
for listed entities, temporary access enabled by permission about liabilities without
identitiesfor unlisted entities, and compl ete release of information to participants of the
insolvency resolution process when the process commences.

Rules on revealing creditor identities

Through the systems proposed in Section 4.3.3, IUs would have comprehensive
information about who the financial creditors of the entity are (whether for loans or
bonds), and the terms and conditions associated with all elements of debt from
financial firms.

For a subset of firms (firms with at least one listed security), a subset of the
information (the terms associated with al liabilities, but not the identities of the
owners) would be publicly released at all times.

The insolvency resolution process can come about at the instance of the debtor entity,
or it can be triggered by a creditor. When a resolution professional takes the case,
she must have complete access to the identities of lenders (or bondholders) and the
terms at which al credit has been given to the firm so that she can propose the creditors
committee to the adjudicator. Similarly, if an entity goes into liquidation, access to the
similar information about the financial creditors and a larger access to the operational
creditors must be made available to the liquidator. The mechanism and the rules to
certify the access of a given insolvency professiona will be specified by the Board.



4.3.9 Openindustry-standard APIs

Application Programming Interfaces (“APIs”) are the mechanism by which a
user system accesses a resource. Once an APl has been designed and placed
into the public domain, a large industry of software developers can create
innovative applications by having access to the resource through published
APIs.

As an example, consider an IU which accepts a certain kind of data filing and
supports querying for that information. The public would have accessto thefull
documentation to the APIs through which these operations are done. This
would make possible third party software development without requiring any
coordination, permission, empanelment or authorisation by the [U.

As an example, accounting or back office software running at user
organisations would be able to use these APIs to submit information to a
registered IU. The software would submit cryptographic credentials, in order to
identify the legal person for whom information is being submitted. The
software would submit proof of having paid the requisite user charges. After
this, the software would submit a parcel of data. The IU would perform
hygiene checks upon the data, confirm receipt, and give the sender a token of
proof that this data was indeed received.

When data access is required, users (e.g. the software running on the laptops
belonging to insolvency professionals) will query al IUs in existence and
assembleafull picture.

APIs are best designed by loose coalitions of technologists. As an example,
the APIs that underlie the Internet are drafted by the Internet Engineering
Task Force (IETF) which is neither a government organisation nor a for-
profit corporation nor a industry association (Hoffman, ). Similar
structures need to be created to design, and oversee the evolution of, the open
standards envisaged for 1Us.

4.3.10 Aninformation-rich environment

Asymmetric information has the ability to undermine the resolution of
insolvency and bankruptcy. In addition, while a country may (in principle)
offer information access to persons involved in the resolution, there may be
a long drawn process for obtaining all the relevant information and
establishing its veracity. The previous sections lay the foundations for the
working of infrastructure with the creation of information utilities, databases
about liabilities, and centralisation of cash flows associated with al liabilities,
as the critical elements of information access that can improve the
efficiency of the resolution of insolvency and bankruptcy in India

The elements of the law of this section are aimed at transforming the
information infrastructure surrounding the process to resolve insolvency
and bankruptcy. The following key elements are put into place:

1. A competitive industry of lUswould exist (Box 4.13).
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2. At dl times, for al entities, IUs (put together) would have
comprehensive information about the transactions which make up the
liability structure of any given entity (Box 4.14). In the case of aloan,
they would have the record of theidentity of thelender(s). In the case of
a bond, they would have a record of the ISIN of the bond, and the
depositories would have the record of the bondholders at all times. Us
would have records of the terms and conditions of all loans and bonds
issued by all firms.

3. For entities which have at least one listed security (either debt or
equity), at al times, the terms and conditions of all loans and all bonds
would be visible to the public.

4. For entities which do not have even one listed security, at al times, the
terms and conditions of al loans and all bonds would be visible to
their existing creditors. Further, any potential creditor would be enabled
accessto thisinformation by the entity.

5. Cash flows associated with all securities (whether equity or debt) would
go from firmsto depositories, who would send this cash onwardsto
beneficial ownerswith the minimum possible delay.

6. Information about default would come out through three channels:
requirements of disclosure by listed firms, listed banks and
depositories.

7. When the insolvency resolution process or the liquidation process is
triggered, the IUs and the depositories would submit a packet of
information to the insolvency professional appointed by the
adjudicator. This information would include the identities of all
creditors and the terms and conditions of al liabilities, aswell as assets
registered.

8. While al this information would be distributed at multiple distinct
IUs, there would be a set of standard APIs through which software at
the command of all end-users would be able to marshal all this
information on demand. This would yield the full benefits of
obtaining information from one central database, without the
difficultiesinduced by centralisation.

This would create an information-rich environment that will significantly
reduce practical frictions that has, and would otherwise, bedevil the
resolution of insolvency and bankruptcy in India

Analogies with FSLRC's treatment of resolution

In recent years, the work on financial sector reforms has emphasised the
‘resolution’ capability. A Resolution Corporation has been proposed by the
Financial Sector Legidative Reforms Commission (FSLRC), which will
intervene in the working of financial firms when they are distressed but still
solvent (Srikrishna, ).

In the international experience, the importance of resolution rose sharply after
thefailures of Bear Stearns and Lehman Brothersin 2008. In both these cases,
handling their failure was difficult owing to the complex information about



obligations and contracts of the failing firms and the subsidiaries of the
failing firms.

After the global financial crisis, akey response by policy makersworldwidein
improving resolution capabilities is that of improving information
infrastructure. The US Treasury has built an ‘Office for Finance Research’
(OFR) which holds a comprehensive live database about the activities of all
financial firms. In the future, when a financia firm may approach failure,
this database will yield complete and up to date information about liabilities,
exposures and counterparties.

FSLRC has proposed that a statutory Financial Stability and Development
Council (FSDC) be tasked with systemic risk regulation. This will be a
council of regulators chaired by the Finance Minister. FSDC will contain a
database, named the ‘Financial Data Management Centre’ (FDMC) which
will be a comprehensive database about the activities of all financial firms.
This database will be used by the Resolution Corporation in its ordinary
activities, and FSDC when faced with systemic crises.

There is an analogy between the FSLRC proposal about FDMC, and the
proposals embedded above on strengthening information infrastructure. In
both cases, the creation and management of live databases is the route to
reducing uncertainty and delay in the insolvency resolution process.
FSLRC has recommended a statutory database, the FDMC, which is a
shared data facility for al financial agencies. The proposal here is somewhat
different in having a industry of multiple competing information utilities.
However, in both cases, the end result is the same: complete facts in
electronic form with negligible delay, when required in the insolvency
process.

4.4 The Insolvency Professionals

Insolvency professionals play a vita role in the insolvency and bankruptcy
resolution process as envisaged by the Committee and as detailed in chapters 5
and 6. Asmentioned in these chapters, insolvency and bankruptcy resolution
under the Code will proceed in two phases, for registered entities as well as
for individuas. The first phase of the insolvency and bankruptcy processisthe
period of insolvency resolution during which insolvency is assessed and a
solution is reached within a stipulated time period. In case a solution is not
reached within the specified time limit, the second phase of the process begins
wherein the entity is declared bankrupt. At this point a registered entity enters
into Liquidation whereas aindividual entersinto bankruptcy resolution.

This entire insolvency and bankruptcy process is managed by a regulated and
licensed professional namely the Insolvency Professional or an IP, appointed by
the adjudicator. In an insolvency and bankruptcy resolution process driven by
the law there are judicial decisions being taken by the adjudicator. But there are
also checksand accounting aswell as conduct of due process that are carried out
by the IPs. Insolvency professionals form a crucia pillar upon which rests the
effective, timely functioning as well as credibility of the entire edifice of the
insolvency and bankruptcy resolution process.
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An IP may hold any of the following roles under the Code:

1. Resolution professional (RP) to resolveinsolvency for afirm or an
individual;

2. Bankruptcy Trusteein an individual bankruptcy process;

3. Liquidator inafirm liquidation process;

In administering the resolution outcomes, the role of the IP encompasses a
wide range of functions, which include adhering to procedure of the law, aswell
as accounting and financerelated functions. The latter include the identification
of the assets and liabilities of the defaulting debtor, its management during the
insolvency proceedings if it is an enterprise, preparation of the resolution
proposal, implementation of the solution for individual resolution, the
construction, negotiation and mediation of deals as well as distribution of the
realisation proceeds under bankruptcy resolution. In performing these tasks, an
IP acts as an agent of the adjudicator. In a way the adjudicator depends on
the specialized skills and expertise of the IPs to carry out these tasks in an
efficient and professional manner.

The role of the IPs is thus vita to the efficient operation of the insolvency and
bankruptcy resolution process. A well functioning system of resolution driven
by IPs enables the adjudicator to delegate more and more powers and duties
to the professionals. This creates the positive externdity of better utilisation
of judicial time. The worse the performance of 1Ps, the more the adjudicator
may need to personaly supervise the process, which in turn my cause
inordinate delays. Consumers in a well functioning market for IPsarelikely to
have greater trust in the overall insolvency resolution system. On the other
hand, poor quality services, and recurring instances of malpractice and fraud,
erode consumer trust.

The following sections describe the mandates for the IPs and delineate a
framework for regulating IPs.

Box 4.17: Mandatesfor |Ps

An P will act independently, objectively, and with impartiality;

AnIP will carry outs histasks diligently;

An P will treat the assets of the debtor with honesty, and transparency;

An IP will avoid all possible conflicts of interest and if he comes to know of any such

conflict, he will disclose the sameimmediately to the creditor committee;

5. An IP will maintain confidentiality of information acquired as a result of professional
relationships;

6. AnIP will act in afiduciary capacity towards the debtor, and the creditors as a whole,
when appointed in any capacity in an insolvency and bankruptcy resolution proceeding;

7. An IP will not commit fraud or abuse, or exert undue influence on, or on behaf of his

clients.

bl

Mandates for IPs

In the case of insolvency resolution, a failure of the process may result from
two main sources. collusion between the parties involved and poor quality
of execution of the processitself. Hence, it isimportant that the professionals
responsible for implementing the insolvency resolution process adhere to
certain minimum standards so as to prevent failures of the process and
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enhance credibility of the system asawhole.

In India today, there are professionals and intermediaries that offer services to
resolve financial distress of both registered entitiesaswell asindividuals. These
include lawyers, accountants and auditors, valuers and specialist resolution
managers. However, given the critical role that the Code envisages for these
entities in the resolution process, the Committee believes that the Board
should set minimum standards for the selection of these professionals, along
with their licensing, appointment, functioning and conduct under the Code.

To this end, the Code empowers the Board to lay down the minimum
professional standards and the code of conduct to be followed to by IPs at
each stage of the insolvency and bankruptcy resolution process. Mandates for
IPs, which may be prescribed through delegated legidation are described in Box
417.

Entry Requirements for IPs

Wil designed entry barriers benefit both customers and service providers.
Minimum qualifications and professional standards enable those authorised
to carry on such professions with the ability to charge a better price for their
Sservices.

Entry barriers in any regulated profession may be categorised into licensing,
registration, certification and accreditation. Granting license to start practicing
a profession is a core function of a regulator. Licensing ensures that it is
unlawful to perform certain activities without meeting the specified criteria.
Occupational licensing may raise the average skill levels in the profession,
thereby improving the quality of services.

Whileindividual professionals are usually required to register with the relevant
regulatory body by filing specified information before carrying out a certain
activity, certification is a voluntary mechanism whereby professionals may
apply to be certified as competent by arelevant regulatory body upon suitable
demonstration of competence. Certification,

Box 4.18 - Entry Requirementsfor |Ps

The Committee recommends that the regulatory framework imposing entry barriers on IPs be
based on registration:

1. Any person or individual who wants to practice as an IP will need to obtain membership
of an approved, professional IP agency. Once the IP is the member of a professional |P
agency, he will need to apply to be registered with the Regulator.

2. No one will be alowed to perform the activities that an IP may perform, without being
registered with the Regulator.

3. Only “fit and proper” individuals who clear the IP exam and satisfy an IP agency’s entry
reguirementswill beissued membership certificates.

4. An individua who acts as an IP at a time when he is not qualified to do so is liable to
imprisonment or afine, or to both.

in turn, is different from accreditation where professionals may apply for a
formal recognition of their competence by a professional body or an industry
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association. The criteria and process of accreditation depends entirely on the
professional body.

Entry requirements for IPs are described in Box 4.18 . These can be
prescribed by the Board.

IP Regulatory Structure

There is concern that starting with a strong regulatory regime may be
inimical to the development of the IP professon. The Committee
deliberated on the question of regulation versus development. The Indian
experience on self-regulating professional bodies (such as Institute of
Chartered Accountants of India (ICAI), Bar Council of India and Institute
of Company Secretaries (ICSI)) has been reasonably postive in the
development of their respective professions and professional standards.
However, the experience on their role in regulating and disciplining their
members has been mixed. In comparison, financial regulators (such as SEBI
and RBI) have had greater success in preventing systemic market abuse and
in promoting consumer protection.

Thus, the Committee believesthat a new model of “regulated self regulation” is
optimal for the IP profession. This means creating a two tier structure of
regulation. The Regulator will enable the creation of a competitive market for
IP agencies under it. This is unlike the current structure of professional
agencies which have a legal monopoly over their respective domains. The IP
agencies under the Board will, within the regulatory framework defined, act
as self-regulating professional bodies that will focus on developing the IP
profession for their role under the Code. They will induct IPs as their
members, develop professiona standards and code of ethics under the Code,
audit the functioning of their members, discipline them and take actions
againgt them if necessary. These actions will be within the standards that the
Board will define. The Board will have oversight on the functioning of these
agencies and will monitor their performance as regulatory authorities for their
members under the Code. If these agencies are found lacking in this role, the
Board will take away their registration to act as |P agencies.

The role of the IP agencies

The IP agencies will be formed according to the guidelines laid out by the
Board. The agencies must be given lega powers to ensure they are
financially autonomous. This must be done by ensuring that the agencies
have the power to collect fees from their members for supporting their
operations. The Committee is also of the opinion that the regulatory structure
be so designed such that competition is promoted amongst the multiple IP
agencies to help achieve efficiency gains. Greater competition among the IP
agencieswill in turn lead to better standards and rules and better enforcement.

Within this framework, regulation must ensure that 1Ps are competent to
perform the variety of tasks they may be hired for and also that IPs are fair and
impartial, and conflicts of interest are minimised. To this end, the Committee
recommends that the professiona 1P agencies establish rules and standards
for their members through bye-laws, create and update relevant entry



barriers, and have mechanisms in place to enforce their rules and standards
effectively.

The Code specifies the necessary regulatory governance processes to be
followed by the professional IP agencies in carrying out the following
functions:

1. Regulatory functions - drafting detailed standards and codes of conduct
through bye-laws, that are made public and are binding on al members,

2. Executive functions - monitoring, inspecting and investigating
members on a regular basis, and gathering information on their
performance, with the over arching objective of preventing frivolous
behavior and malfeasanceinthe conduct of IP duties;

3. Quasi-judicia functions - addressing grievances of aggrieved parties,
hearing complaints against members and taking suitable actions.

Through these three types of functions, a clear and well-defined statutory
framework enabling the | P agencies to enforce their rules on al members can
be established. There is a need for clear separation of these functions, and in
performing these functions, the IP agencies must at al times follow the
regulations and guidelines laid out by the Board.

The Committee recognises that there are existing professional agencies or self-
regulated organisations (SROs) that will want to be licensed as IP agencies.
The Committee observes that while this may be permitted, existing SROs
applying for the IP registration must satisfy al criteria and entry
requirements laid out by the Board. All professional IP agencies must abide
by the two main objectives of ensuring quality and ensuring fidelity in their
members carrying out their functions as |Ps under the Code.

Regulatory functions of IP agencies

The primary function of the professional IP agencies is to set minimum
standards of behaviour expected from al IPs. The process for framing of bye-
lawsisoutlined in Box 4.19



Box 4.19: Framing of bye-lawsby | P agencies

1. AnlPagency will make detailed bye-laws governing the conduct of its member | Ps, during
theinsolvency and bankruptcy resolution process.
2. The bye-laws of an IP agency must adhere to the objectives and principles as laid out by

the Board.

3. The board of an IP agency will approve draft of every bye-law proposed to be made by
that agency.

4. The IP agency will make an application to the Board for approva of every proposed
bye-law.

5. Theapplication must contain:
(a) A draft of the proposed bye-law; and
(b) A statement setting out the objectives of the proposed bye-law and the issue the
proposed bye-law seeksto address.

6. In the event of modifications proposed by the Board, the IP agency after making the
necessary changes, will get the final version of the bye-law approved both by the board of
agency and by the Board.

7. Upon receipt of the Board’s approval, the IP agency will publish the bye-law along
with the date on which such bye-law takes effect.

8. IPagencieswill exercise minimal discretion in framing bye-laws, especially in the process
of granting licensesto I Ps.

Multiple regulatory instruments with similar outcomes might have different regulation-
making processes thereby resulting in undesired confusion among the parties affected.
Hence the Committee recommends that the |P agencies should be empowered to issue
only bye-laws. The Committee believes that the process of framing bye-laws should be
directly overseen by the board of the IP agency, to ensure that issues that require
regulatory intervention are discussed and approved at the highest level within the
agency’s organization. Further, once a bye-law isformulated by an IP agency, it should
be sent to the Board for approval.

In a system governed by the rule of law, no action should be judged against unknown
standards. Hence, before the IP agencies can carry out any supervision or adjudication
function, they have the responsibility to lay down, in clear and unambiguous terms, the
behaviour they expect from member IPs. In doing so, the agencies need to follow a
standardised, and structured framework such that al stake-holdersarefully informed of
the process which in turn would help establish credibility and confidence in the overal
| P system.

Thus, IP agencies specify bye-laws governing specific areas of 1P conduct. These are
described in Box 4.20.

Executive functions of IP agencies

A major responsibility of the IP agencies involves the exercise of executive functions.
This includes inspections, investigations, enforcement of orders and processing of
complaints. The exercise of supervision and monitoring powers is fundamenta to the
effective enforcement of bye-laws by an authorised IP agency. The Committee observes
that al professiona IP agencies should have adequate governance and monitoring
mechanismsand should follow astructured processfor supervising the conduct of I1Psat



Box 4.20: Bye-laws governing I Ps

IP Agencieswill use bye-laws to:

1. Specify that IPslicensed by them are “fit and proper’.

2. Explainwhat constitutes ‘fit and proper’.

3. Explain how member |Ps are expected to comply with each of the obligations stated in
Box 4.24. Agencies may also make standards of conduct over and above the obligations
stated in Box 4.24.

4. Layoutall standardsof conduct expected from I Psin clear and unambiguoustermsthrough
adetailed manual prepared by each IP agency. In doing this, each agency must adhere to
the broad guidelineslaid out by the Regulator.

5. Define the minimum qualification criteria and experience requirements for granting
membership to IPs over and above the entry-level exam.

6. Require all IPsto furnish professional indemnity insurance and insolvency bond against
fraud or defalcation.

7. Set clear standards governing the relationships between 1Ps and members of the debtor
company and creditors.

8. Requireal IPsto furnish information about their performance at regular intervals,;

9. Impose limits on remuneration that IPs may charge for providing insolvency and
bankruptcy resolution services;

10. Require IPsto provide services at concessional rates or for no remuneration for specific
classes of persons;

11. Specify sanctioning of non-compliant IPs. Each agency will set unambiguous benchmarks
for non-compliance, and lay down aclear mechanism for awarding and enforcing penalties.

12. Specify the conditions under which an IP might lose his professional license and be
expelled from the agency.

regular intervals, and enforcing their rules and standards through the bye-laws.

There is also aneed for | P agencies to exercise strong executive powers balanced with
greater transparency and accountability. Executive functions of IP agencies are
described in Box 4.21. Their powers of investigation and enforcement should be
carried out in the least arbitrary and most effective manner.

Quasi-judicial functions of IP agencies

In exercise of their supervisory powers, |P agencies need to assess whether or not an IP
has adequately complied with the provisions of the bye-laws. In case of any detected
breach, the agency has the power to impose appropriate penalties.

The Committee therefore recommends that each professional IP agency will have an
independent quasi-judicial wing that will be responsible for hearing complaints against
IPs of that specific agency. Intheir quasi-judicial jurisdiction, IP agencieswill havethe
power to impose penalties for non-compliance on 1Ps and will perform this function
impartially. Quasi-judicial functions of |P agencies are described in Box 4.22 .



Box 4.21: Executivefunctions of | P acencies

Each professional IP agency will carry out some general executive functions on aroutine
basis. Theseinclude:

1. Havingitsowninternal mechanismsto ensurethat al |Ps adhereto its standards and code
of conduct.

2. Conducting an entry-level 1P exam. Different |P agencies can conduct their own exams as
long as these are within the broad guidelines laid out by the Regulator.

3. Granting |P membership certificates to applicants who clear the entry-level exam, aswell
as sati sfy agency-specific entry-requirements.

4. Submitting namesand other detail sasrequired by the Regulator, in the database mai ntai ned
by the Board.

5. Evauating and updating the syllabus and requirements from the examinations from time
to time, to ensure that these remain abreast of contemporary market requirements.

6. Organising regular training sessions and conducting exams for existing member |Ps, at
least at the frequency specified by the Board, to ensure they are up to date with the
changing market conditions and industry requirements.

7. Conducting regular inspections and audits on member |Ps wherein inspections will be
treated as an instrument for checking compliance with the Code, and aso for providing
inputs for corrective action.

8. Obliging IPsto co-operate with such inspections.

9. Requiring randomly chosen IPs to be audited by independent third-parties on a periodic
basis.

10. Finishing al investigations and auditsin atime-bound manner and carrying them out with
least disruption to the function or reputation of the overall IP industry.
11. Proving violation of regulationsto the judicial wing of the agency by leading evidence.

Box 4.22: Drafting instructionsfor regulations setting out the quasi-judicial functions
of IP agencies

1. Each IPagency will put in place an effective system of handling complaints and
grievances against | Ps from aggrieved parties such that the system of grievance
redressal is transparent and publicly accessible.

2. Each agency will put in place atransparent and impartial system for imposing
penalties on member IPs.

3. [P agencieswill have the flexibility to impose a graduated system of penalties,
where minor non-compliances will result in monetary fines, and major violations
will result in expulsion from the agency, leading to the member losing hisher IP
membership and registration.

4. Each agency will publish thelist of disciplinary actions taken against its members
on its own websites. In the event of an IP getting de-registered the relevant 1P
agency will update his details accordingly in the database maintained by the Board.




Box 4.23: Drafting instructions for the Code and the regulations thereunder

role of the Board in regulating | P agencies

1. The Board will define the criteria for fit and proper entities to be registered as IP
agencies.

2. TheBoard will set the minimum standards of functioning for |P agencies.

3. The Board will clearly define the roles and responsibilities of the IP agencies in

regulating their member IPs. Thiswill include:

(8 Theminimum requirements for registering IPs;

(b) The minimum standards of functioning of IPsand their code of ethics;

(¢) Theminimum standardsto be followed for auditing and monitoring the functioning
of member IPs;

(d) Theprocessfor hearing and investigating complaints against the members | Ps; and

(e) Theprocessforimposing sanctions, includingthetypesof offensesand the penalties
imposed for each type of offense.

The Board will receive performance reports by | P agencies on their functioning.

5. The Board will specify the kind of information about the function of IP agencies
that is required to be furnished, the form and manner in which the information is to be
provided and the frequency in which the agencies are required to submit these reports to
the Board.

6. The Board will require an IP agency to release statistics about al the complaints that it
has processed. The number of complaints must be reported as number of complaints
per unit IP and as per unit insolvency resolution. The number of complaints must aso
be reported per billion rupees of NPV recovered. In addition, there must be data for the
number of complaints where the IP was found guilty by the IP Agency.

7. The Board will monitor and audit the functioning of the IP agencies. The Board will
carry out inspections and review the executive and quasi-judicia functions of the IP
agency.

8. The Board will hear complaints against |P agencies, investigate these complaints and
impose sanctions and penalties on them, including monetary penaltiesand de-licensing. It
will draft regulations clearly defining the offenses and the types of sanctions/penaltiesthat
might be imposed.

9. In case the Board deregisters an IP agency, it will define the process by which the
members of that agency can become members of another | P agency.

>

4.4.5 The role of the Board with regard to IP agencies and IPs

The Board will frame regulations governing the executive and the quasi-judicial
functions of the IP agencies with regard to their member IPs. These are described in
Box 4.22.

However, there is an additional role of the Board which comes in the form of the
Board being the point of hearing complaints against IPs who are involved in a case of
insolvency or bankruptcy resolution. There are three places in the Code at which the
complaints against an IP may come before the Regul ator:

1. A complaint during an insolvency resolution process or bankruptcy resolution,
seeking aremoval of the IP.

2. A complaint may be raised against an IP on a case from which he has been
discharged in hisrole as an RP either after insolvency isresolved or it has moved
toliquidation.

3. TheBoad may find that agiven IPhasastatistically large number of recorded



complaints or has records of poor performancein insolvency or bankruptcy
resolution.



G — Process for legal entities

Chapter 3 identifies that the objective of the bankruptcy reform is to improve the
following set of outcomes:- lower time to resolution and lower loss given default by a
lega entity, to reach ahigher level of debt in enterprise financing, which comesfromall
sources and not just secured credit.

Intheir deliberations, the Committeeidentified both alack of clarity inthelaw aswell as
problems of implementation. The Code proposed by the Committee aimsto reduce both.
A central assumption isthat rational creditors and debtors want to maximise economic
value, and are willing to negotiate to realise this vaue. The lega framework comesinto
force to resolve conflict in these negotiations, either between the creditors and debtor
or between different creditors. With conflict, each party acts to ensure their rights are
upheld as an immediate response, which inevitably affects the affect economic value
of an entity adversely. The proposed Code aims to create alega framework that shifts
the incentive of either party from actions of individual recovery to collective action to
realise as high an economic value as possible of the entity under default.

Elements of the design

There are some key elements that evolved during the Committee discussions. These are
listed below.

Consolidation into a single Code

The Code provides resolution for al entities other than those with a dominantly
financia function which are covered in the Indian Financia Code proposed by the
Srikrishna, . The Code applies to all creditors, whether they are domestic or
international in origin.



A calm period for negotiations

The Code providesfor the creation of acalmperiod for creditors and debtorsto negotiate
theviability of the entity. Inthe calm period aregulated insolvency professiona controls
the assets under the supervision of an adjudicating authority. The regulated insolvency
professional manages the entity. During insolvency resolution, there is a time bound
moratorium against debt recovery actions and any new cases filed. During bankruptcy
resolution, the assets arein atrust managed by aregul ated insolvency professional. This
helps assure creditors and debtor that assets are protected while they negotiate.

An adjudicating authority ensures adherence to the process

At all points, the adherence to the process and compliance with all applicable lawsis
controlled by the adjudicating authority. The adjudicating authority gives powers to
the insolvency professional to take appropriate action against the directors and
management of the entity, with recommendations from the creditors committee. All
material actionsand eventsduring the process are recorded at the adjudicating authority.
The adjudicating authority can assess and penalise frivolous applications. The
adjudicator hears alegations of violations and fraud while the process is on. The
adjudicating authority will adjudicate on fraud, particularly during the process
resolving bankruptcy. Appeals/actions against the behaviour of the insolvency
professional are directed to the Regulator/Adjudicator.

Managed by a regulated professional

An insolvency professional who is registered by the Bankruptcy and Insolvency Board
(Section 4.4) is explicitly appointed by the Adjudicator during the bankruptcy and
insolvency resolution process. This person is called the Resolution Professional when
she manages the insolvency resolution process, and Liquidator when she manages the
process during liquidation. This professional is given the power by the Adjudicator to
effectively run and manage the entity (when it is a going concern), and the assets of the
entity at all times during the process of insolvency and bankruptcy resolution. The Code
gives the power of registering these professionals to the Regulator who in turn creates
regulations for qualifications, reporting, and performance monitoring. The Regulator is
also in charge of hearing appeals against these registered insolvency professionals, and
can take enforcement action against them.

Business decisions by a creditor committee

All decisions on matters of business will be taken by a committee of the financial
creditors. This includes evaluating proposals to keep the entity as a going concern,
including decisions about the sale of business or units, retiring or restructuring debt.
The debtor will be a non-voting member on the creditors committee, and will be invited
to al meetings. The voting of the creditors committee will be by maority, where the
majority requires more than 75 percent of the vote by weight.



Insolvency resolution through managed, time-bound negotiations

The first phase of the insolvency and bankruptcy process is the period of the Insolvency
Resolution Process, or IRP. The assessment of insolvency is through documentary proof,
triggered either by the debtor or the creditor. The Resolution Professional is appointed by the
Adjudicator, on recommendation either by the creditor, the debtor or the Regulator. When the
negotiations conclude on a solution to keep the entity as a going concern, the Adjudicator will
close the case of insolvency. If there is no agreement on a solution, or if there is a solution
that contravenes any applicable law or does not meet the criteria prescribed in the Code, the
Adjudicator orders that the entity is bankrupt, and orders the start of bankruptcy resolution,
which isperiod of Liquidation.

No prescriptions on solutions to resolve the insolvency

The choice of the solution to keep the entity as a going concern will be voted on by the
creditors committee. There are no constraints on the proposals that the Resolution
Professional can present to the creditors committee. Other than the mgority vote of the
creditors committee, the Resolution Professional needs to confirm to the Adjudicator that the
final solution complies with three additional requirements. The first is that the solution must
explicitly require the repayment of any interim finance and costs of the insolvency resolution
process will be paid in priority to other payments. Secondly, the plan must explicitly include
payment to all creditors not on the creditors committee, within a reasonable period after the
solution is implemented. Lastly, the plan should comply with existing laws governing the
actions of the entity while implementing the solutions,

Anirreversible, time-bound liquidation with defined payout prioritisation

If creditors cannot agree on a solution within a defined time, the Adjudicator automatically
passes a liquidation order on the entity with accompanying orders: to appoint a Liquidator on
recommendation of the Regulator; to move assets into aliquidation trust, which is managed by
the Liquidator; to change the name of the entity in the registration records to include the
phrase “in-liquidation” to the origina name. The board of this entity in liquidation is
replaced by the creditors committee. In this setting, there is clear accountability on the
Liquidator, who is free to maximise the value of assets in the most efficient manner of
disposal. All realisations from these sales go to the liquidation trust, and are distributed to
creditors according to waterfal defined in the Code. In the waterfall, after the costs of the
insolvency resolution process and liquidation, secured creditors share the highest priority
along with a defined period of workmen dues. All distributions will be net of liquidator’s
fees which will be deducted proportionately from each stage of the payout in order to
incentivise the liquidator to ensure recovery to each class of recipient. The liquidation
process is an irreversible processfrom within afixed period after the liquidation order is passed.
An appeal to stay the liquidation will not be considered by the Adjudicator.

The Committee believes that with the insolvency institutions described in Chapter 4, the
implementation of the proposed Code are likely to achieve the objectives laid out in Section
3.4. Thedetails of this proposed Code are presented in the following sections.



5.1

5.2

5.2.1

Box 5.1: Applicability of the Code

1. The Code will cover all individuals, companies, LLPs, partnerships firms and other legal
entitiesregistered in India as may be notified, except for those with adominantly financial
function. These are covered under the Indian Financial Code, proposed by the Financial
Sector Legidative Reforms Commission.

2. The Code requires that the provisions and laws related to resolving insolvency and
bankruptcy for all these legal entities must be repealed, and replaced by the provisions
under this Code.

A single Code for all legal entities

The Committee recommends that there is a single Code to resolve insolvency for all
lega entities. The Code will not cover entitiesthat have adominantly financial function,
whose resolution is covered by the Resolution Corporation in the draft Indian Financial
Code, proposed by the Financia Sector Legidative Reforms Commission. In order to
ensurelegal clarity, the Committee recommendsthat provisionsin existing law that deals
with insolvency of al registered entities be replaced by this Code (companies and
limited liability partnerships to begin with). Then, all questions related to insolvency
of any legal entity in Indiawill find an answer in asingle Code.

The calm period of the Insolvency Resolution Process, IRP

As described in Section 3.2.2, severa conflicts arise between the debtor and creditors
when the debtor defaults on payments. While it is optimal for both parties to negotiate
to maximise value, the difference in their objectives lead them to take individua action
to protect their investments. The Code provides lega recourse to both the debtor and
the creditor for a calm period where these negotiations can take place in an orderly,
non-conflicted manner, managed by aneutral third party professional.

The Insolvency Resolution Process, or IRP, is the period during which viability is
assessed in the Code proposed by the Committee.

Who can trigger the IRP?

The Committee considersthat both the debtor and the creditors should havethe power to
trigger insolvency resolution. However, the manner in which the two parties can trigger
the IRP will differ. Thetrigger for each party is such that it creates an even balance of
power for the negotiationsin the IRP.

Since debtors have the advantage of better information, and the IRP offersacalm period
for creditors and debtors to meet as equals in negotiations, the Code puts the onus on
debtors to reduce the information asymmetry as a part of triggering the IRP. Thus, the
debtor can be the management or the majority shareholder, who has accessto the degree
of information that is required by the Code.

In the case of the creditors, the Code places the power of the outcome of negotiations
with creditors, where a mgjority decide on whether the entity can continue as a going



5.2.2

Box 5.2-Trigger for IRP

1. ThelRP canbetriggered by either the debtor or the creditors by submitting documentation
specified in the Code to the adjudicating authority.

2. For the debtor to trigger the IRP, she must be able to submit all the documentation that is
defined in the Code, and may be specified by the Regulator abovethis.

3. The Code differentiates two categories of creditors: financial creditors where the liability
to the debtor arises from a solely financial transaction, and operational creditors where
the liability to the debtor arises in the form of future payments in exchange for goods or
services aready delivered. In caseswhere acreditor has both asolely financial transaction
as well as an operational transaction with the entity, the creditor will be considered a
financial creditor to the extent of the financial debt and an operationa creditor to the
extent of the operational debt is more than half the full liability it has with the debtor.

4. The Code will require different documentation for a debtor, a financial creditor, and an
operational creditor to trigger the IRP. These are listed Box 5.3 under what the Adjudicator
will accept as requirementsto trigger the IRP.

concern or must be liquidated. Therefore, the Code requires that the creditor can only
trigger the IRP on clear evidence of default.

Here, the Code differentiates between financial creditors and operational creditors.
Financial creditors are those whose relationship with the entity is a pure financial
contract, such asaloan or adebt security. Operational creditorsarethose whoseliability
from the entity comes from a transaction on operations. Thus, the wholesale vendor
of spare parts whose spark plugs are kept in inventory by the car mechanic and who
gets paid only after the spark plugs are sold is an operational creditor. Similarly, the
lessor that the entity rents out space from is an operational creditor to whom the entity
owes monthly rent on a three-year lease. The Code also provides for cases where a
creditor has both asolely financial transaction aswell as an operational transaction with
the entity. In such a case, the creditor can be considered a financial creditor to the
extent of the financial debt and an operationa creditor to the extent of the operational
debt.

While both types of creditors can trigger the IRP under the Code, the evidence presented
to trigger varies. Since financial creditors have electronic records of the liabilities filed
in the Information Utilities of Section 4.3, incontrovertible event of default on any
financial credit contract can be readily verifiable by accessing this system. The
evidence submitted of default by the debtor to the operational creditor may be in
either electronic or physical form, since al operational creditors may or may not have
electronicfilingsof thedebtors liability. Till such time that the Information Utilities are
ubiquitous, financial creditors may establish default in a manner similar to operational
creditors.

How can the IRP be triggered?

In most other jurisdictions, the trigger to start insolvency resolution procedures against
an entity requires evidencethat is based on atest of insolvency. The outcome of the tests
aretaken by the adjudicating authority as evidenceto consider the entity to beinsolvent.

The Committee observes that there is no standardised, indisputable way to establish
insolvency. Severd jurisdiction have balance sheet tests as one element to determine






insolvency. Another is the presentation of reasoned arguments for why the entity should be
considered insolvent. These too are based on performance in balance sheets and cash-flow
statements of the entity. The balance sheet test is vulnerable to the quality of accounting
standards. India suffers from having both a low average standard of accounting quality as
well a wide variation across single entities. Therefore, the Code does not prescribe fixed
bal ance sheet variables or parameters as critical to triggering insolvency.

The proposed Code assumes that, under situations of stress in the entity, the debtor and
creditors have already have gone through negotiations to reach a solution to keep the entity
as a going concern. The IRP is considered as a last course effort to resolve conflictsin the
negotiations. Then triggering the IRP can be assumed to be a considered step, after
deliberation and preparation. Thus, the Code specifies that insolvency can be triggered when
the application for insolvency resolution to the adjudicating authority is accompanied by
appropriate documentation. The documentation requirement to trigger insolvency differs for
debtors and creditors.

The Code requires that the documentation that the debtor provides with the application to
trigger the IRP must help reduce the information asymmetry faced by creditors. The debtor
must include statements of the audited balance sheet of the entity at the time of application,
with all assets and liabilities, as well as the audited balance sheet for the two years prior to
the application, and the cash-flow status of the entity during the same period. The Code also
requires that these documents are submitted with a “Statement of Truth” document signed
by the debtor applicant. The Code requires that the debtor propose a registered Insolvency
Professional to manage the IRP.

An application from a creditor must have a record of the liability and evidence of the entity
having defaulted on payments. The Committee recommends different documenta-tion
requirements depending upon the type of creditor, either financial or operational. A financial
creditor must submit a record of default by the entity as recorded in aregistered Information
Utility (referred to as the 1U) as described in Section 4.3 (or on the basis of other evidence).
The default can be to any financial creditor to the entity, and not restricted to the creditor who
triggers the IRP. The Code requires that the financial creditor propose a registered
Insolvency Professional to manage the IRP. Operational creditors must present an
“undisputed bill” which may be filed at a registered information utility as requirement to
trigger the IRP. The Code does not require the operational creditor to propose a registered
Insolvency Professional to manage the IRP. If a professional is not proposed by the
operational creditor, and the IRP is successfully triggered, the Code requires the
Adjudicator to approach the Regulator for aregistered Insolvency Professional for the case.

WhentheAdjudicator recei vestheapplication, sheconfirmsthevalidity of thedocuments before
the case can be registered by confirming the documentation in the information utility if
applicable. In case the debtor triggers the IRP, the list of documentation provided by the
debtor is checked against the required list. The proposal for the RP is forwarded to the
Regulator for validation. If both the documentation and the proposed RP checks out as
required within the time specified in regul ations, the Adjudicator registersthe IRP.

In case the financial creditor triggers the IRP, the Adjudicator verifies the default from the
information utility (if the default has been filed with an information utility, tit such be
incontrovertible evidence of the existence of a default) or otherwise confirms the existence of
default through the additiona evidence adduced by the financia creditor, and puts forward
the proposal for the RP to the Regulator for validation. In case the operational creditor
triggers the IRP, the Adjudicator verifies the documentation. Simultaneoudly, the
Adjudicator requests the Regulator for an RP. If either step cannot be verified, or the process



verification exceeds the specified amount of time, then the Adjudicator rejects the
application, with a reasoned order for the rgection. The order rgecting the application
cannot be appealed against. Instead, application has to be made afresh. Once the documents
are verified within a specified amount of time, the Adjudicator will trigger the IRP and
register the IRP by issuing an order. The order will contain a unique ID that will be issued
for the case by which al reports and records that are generated during the IRP will be stored,
and accessed.

Box 5.3: Draftinginstructionsfor how thel RP can betriggered.

1. The Adjudicating authority will accept the application to start an IRP under the following
conditions:
(a) If the application contains the required documentation; and
(b) If these can be verified by the Adjudicator.
If therearegapsin thedocumentation or challengeswhile verifying the submitted material,
the Adjudicator will reject the application and not register the IRP.
2. The documentation required depends upon who triggers and varies asfollows:
(a) If the debtor has applied, the application contains:

i. Audited record of business operations for the previous two years. If such
information has been filed at a registered information utility, then the
documentation must be consistent with the filling at the Information Utility;

ii. Auditedrecord of financial and operationspaymentsfor theprevioustwoyears.
If such information has been filed at aregistered information utility
then the documentation must be consistent with the filling at the
Information Utility;

iii. Audited statement of list of assetsand list of liabilitiesat thetimeof application
for the IRP. If such information has been filed at aregistered information
utility then the documentation must be consistent with the filling at the
Information Utility;

iv. A signed Statement of Truth document;

v. A proposed Resolution Professional; and

vi. Any other documentation specified by the Regulator.

(b) If thefinancial creditor has applied, the application contains:

i. Record of existing liability with the debtor and where applicable,
information of such liability as filed at a registered information utility;

ii. Record of default from credit contract and where applicable, information off
such default as filed at aregistered information utility ;

iii. A proposed Resolution Professional; and

iv. Any other documentation specified by the Regulator.

(c) If an operational creditor has applied, the application contains:
i. Record of anundisputed bill against the entity, and where applicable,
information of such undisputed asfiledat aregisteredinformation utility.

3. TheAdjudicator will seek verification fromthe Regul ator about the | nsol vency Professional
proposed by the debtor or the financial creditor before registering the IRP.

4. The Regulator can issue regulationsto add to the documentation that is required to trigger
IRP fromtimeto time.

5. If the Adjudicator cannot verify the required documentation or the credentials of the
Insolvency Professional within a specified period, the application will be rejected with
a reasoned order. The Code does not alow an appeal against the rejection of the IRP
application. A fresh application can be made to trigger the IRP, without any restrictions.

5.3 Process flow of the IRP

The registration of the case for the IRP acts as the first public announcement about the
entity being in stress.



5.3.1

Box 5.4: Drafting instructionsfor the maximum period allowed for the|RP

at registration

1. TheCodewill define adefault maximum | RP period within which to conclude the negotia-
tionsto find a solution to the insolvency of the entity. The period does not include the date
of registration of the IRP.

2. The Code permits that the maximum period of insolvency resolution can be less than the
default maximum period for special cases that are defined under the Fast-track IRP as
defined in Section 5.4. However these can not be longer than the default maximum IRP
period.

3. At the successful trigger of an IRP, the registered case is recorded with a unique case
number as well as the date beyond which the IRP will be considered closed.

The Code defines a default maximum time allowed as the duration of the calm period
to be 180 days. The period is calculated from the start of the IRP, not including the
date of registration. The Committee had discussions with the stressed asset managers at
financia firms as well as asset reconstruction specialists, who suggested that 180 days
is a reasonable time to evaluate a stressed entity and propose a solution to keep it asa
going concern, for even the more complex cases of insolvency. In the event 75% of the
committee of creditors vote that a debtor’s information is especially opaque or the
resolution is complex, they may apply to the Adjudicating Authority for a single
extension of another 90 days. A debtor or a smaller number of creditors shal in no event
be entitled to ask for an extension of the IRP period.

Often, for cases of smaller entities with simpler liability structures, questions of
insolvency can be resolved in a much shorter time than the default maximum IRP
period. Thus, the default maximum IRP period is an upper threshold: the RP can
submit to the Adjudicator that the insolvency has been resolved at anytime within
the default maximum period. The Committee acknowledges the need to set the
maximum period for special cases, such as small and medium entities, to be lower than
the default maximum set in the Code to cover any entity. These are provided for
separately in the Code as Fast-track IRPs. These are described in Section 5.4.

At the registration of the IRP, the Adjudicator assigns a unigue case number and the
maximum date after which the IRP is considered closed, which is calcul ated depending
upon the type of the IRP.

Oncethe caseisregistered, there are three distinct partsto the IRP: the steps at the start,
the period in between managed by the Resolution Professiona (referred to as the RP)
and the steps at the close of the IRP.

Steps at the start of the IRP

In order to ensure that the resolution can proceed in an orderly manner, it is important
for the Adjudicator to put in place an environment of a “calm period” with a definite
time of closure, that will assure both the debtor and creditors of atime-bound and level
field intheir negotiationsto assess viability.

The first steps that the Adjudicator takes is put in place an order for a moratorium on
debt recovery actions and any existing or new law suits being filed in other courts, a
public announcement to collect claims of liabilities, the appointment of an interim RP
and the creation of acreditor committee.



Box 5.5: Drafting instructions for the moratorium order at the start of the

IRP

1. The Adjudicator will issue an order for a moratorium from the time that the IRP case is
registered against the debtor entity.
2. The moratorium will cover all debt recovery cases by existing financial creditors or
operational creditors, and new casesfiled to establish fresh claims after the start of the IRP.
3. Themoratorium will be come to an end under one of the following conditions:
(a) the Adjudicator receives a submission from the RP with a signed statement from
the creditors with an agreement to keep the entity as a going concern;
(b) the period of the IRP reaches the default maximum period days; or

1. Moratorium on debt recovery action

The motivation behind the moratorium is that it is value maximising for the entity to
continue operations even as viability is being assessed during the IRP. There should be
no additional stress on the business after the public announcement of the IRP. The order
for the moratorium during the IRP imposes a stay not just on debt recovery actions,
but also any claims or expected claims from old lawsuits, or on new lawsuits, for any
manner of recovery from the entity.

The moratorium will be active for the period over which the IRPis active.

2. Public announcement of IRP and collection of claims

The Adjudicator issues an order for the public announcement of the IRP. The
announcement will include a location where all creditors can file claims of liability
against the entity, as specified in regulations. The manner of filing must afford the
opportunity to al creditors to submit their claim to be considered while resolving
insolvency, and be counted in the priority of claims during liquidation if the
negotiationsfail.

Theannouncement for thefiling of liabilitiesmust be carried out in amanner as specified
by the Regulator. For example, regulations will be issued which define the information
that must accompany a liability claim, such as the name of the claimant, address at
which they can be reached, the size and nature of the liability. The Regulator will also
define the format in which it must be submitted, and the penalties that will be imposed
on false or mideading claims. The announcement will include the date up to which
the claimscan befiled.

The information will be collected and maintained by the interim RP, appointed by the
Adjudicator.

3. Appoint an interim Resolution Professional

The Adjudicator appoints an interim RP at the start of the IRP. The interim RP has the
following responsibilities: the collection of claims, the collection of information about
the entity from the debtor in the case of a creditor triggered IRP, the creation of the
creditor committee and taking over the management of the operations and monitoring
the assets of the entity in IRP.



Box 5.6: Drafting instructionsfor the public announcement for filing credi-

tor claimsat the start of the |RP

1. The Adjudicator will issue an order for public announcement of the IRP. This announce-
ment must at least include:
(a) Name of the entity;
(b) Addressof the entity;
(c) Name of the registration authority; and
(d) Date by whichthe IRP will be automatically closed.

2. Thisannouncement will be available at defined |ocations as specified by the Regulator, as
well as at the website of the Adjudicator.

3. The office of the Adjudicator will also issue a public announcement calling for the
submission of claims against the entity. This announcement will have the following
details.

(a) Thedate on which the window for submissionswill be closed;

(b) The details of the information that is required to be submitted, and the format in
which it isto be submitted

(c) Thedetailsof the interim RP who will be responsible for collecting such claims;

(d) The penaltiesfor submitting false or misleading claims.

4. Thefilingsof theliabilitieswill be collected and compiled by the interim RP appointed by
the Adjudicator.

How istheinterim RP selected? If the IRP has been triggered by the debtor or financial
creditor, the interim RP appointed will be the IP proposed in the application. If no
RP has been proposed, then the Adjudicator will apply to the Regulator to provide an
interim RP for the case. The appointment process will be as specified by the Regulator.

In order to assure the creditors that the assets of the entity will be protected, the
Adjudicator will givetheinterim RP the power to run the entity asagoing concern. This
includes the power to take over management of the business and the property of the
entity, as well as to bring in working capital and fresh funds by granting security over
the property of the entity if required. The term of the fresh financing sourced will be
constrained to be within the term for which the IP will be the interim RP. The costs of
the financing will be counted as IRP costs.

The Adjudicator will also give the interim RP the responsibility of collecting and
collating liability claims. This includes access to the electronic records of liabilities of
the entity that arefiled in aregistered 1U. The information about the financial creditors
will be used to form the creditors committee.

Finaly, where the IRP has been triggered by a creditor, the Adjudicator will give
the interim RP the responsibility of collecting the information about the entity that
is equivalent to the information that would be present in a debtor triggered IRP. This
involves getting access to the information, and filing it in aregistered 1U if required. If
the debtor does not respond to the requests for the information, theinterim RP canfilea
complaint with the Adjudicating Authority.

4. Creation of the creditors committee

The creditors committee will have the power to decide the final solution by majority
vote in the negotiations. The majority vote requires more than or equal to 75 percent



Box 5.7: Drafting instructions for appointing the interim RP at the start of

thelRP

1. The Adjudicator will pass an order appointing an interim RP at the start of the IRP.

2. Theinterim RP will either be the registered Insolvency Professional proposed in the IRP
application of the debtor or the financial creditor, or proposed by the Regulator if the IRP
application does not propose an RP.

3. The interim RP has the responsibility to collect and collate the information about the
creditors, both financia and operational. The Adjudicator will enable access for the
interim RP into the U records of the entity for this purpose.

4. The interim RP has the responsibility to collect and collate the information about the
assets, finances and operations of the entity to the same depth as will be available to
the Adjudicator under a debtor triggered IRP. The Adjudicator will enable access for the
interim RP into the records of the entity at the relevant 1Us for this purpose.

5. If the debtor is non-cooperative, the interim RP can appeal to the Adjudicator against the
management. The Code specifies that the Adjudicator will issue an order to the debtor for
release of the information. If the debtor continues to be non-cooperative, the Adjudicator
will issue an order to the RP to replace management, and impose a monetary penalty as
specifiedinregulations.

6. Theinterim RP is given the power to do all the things that are necessary for the entity to
continue as a going concern. This includes taking over the management of the business
and the assets of the entity, appointing accountants and legal staff to verify liabilities and
assets and issue legal noticesif required.

7. Theinterim RP hasthe power to raise fresh finances to keep the entity as a going concern.
Theterm of the financing is restricted to the period till the creditors committee isformed.
The cost of financing actions of the interim RP will be considered asthe cost of the IRP.

of the creditors committee by weight of the total financial liabilities. The majority vote
will also involve a cram down option on any dissenting creditors once the majority vote
is obtained. The Adjudicator enables the RP to clarify matters of business from the
creditors committee during the course of the IRP. For example, if the RP needs to raise
fresh financing during the IRP, she may seek approva from the creditors committee
rather than the Adjudicator. The list of these matters which fall in the responsibility of
the creditors committee will be specified in the Code.

The Committee deliberated on who should be on the creditors committee, given the
power of the creditors committee to ultimately keep the entity as a going concern or
liquidate it. The Committee reasoned that members of the creditors committee have to
be creditors both with the capability to assessviability, aswell asto be willing to modify
terms of existing liabilities in negotiations. Typicdly, operational creditors are neither
able to decide on matters regarding the insolvency of the entity, nor willing to take the
risk of postponing payments for better future prospects for the entity. The Committee
concluded that, for the process to be rapid and efficient, the Code will provide that the
creditors committee should berestricted to only the financial creditors.

Then, in order to create the creditors committee, all financial creditors of the entity have
to be identified. Thisinformation is expected to be readily available in the registered
IUs described in Section 4.3. The Adjudicator givesthe interim RP the power to access
information about the financial creditors of the entity in the IUs or any other registry
or database where information regarding creditors will be recorded. The interim RP
has the power to obtain information from the debtor to validate the set and weight of
the financial creditors if required. The definition of a financial creditor will be
stated in



Box 5.8: Drafting instructions for creating the creditors committee at the

start of the|RP

1. The creditors committee will contain all the financial creditorsto the entity. (See Box 5.2
for the definition of the financial creditor.)

2. Thedebtor must be invited to all meetings of creditors committee as a non-voting member.
He can be present for discussions on matters of business, but does not have a vote in
deciding any outcome.

3. A member of the creditor committee may designate an I nsolvency Professional to represent
them in the creditors committee, whose fees will be paid directly by the creditor and not
beincluded in the costs of the IRP.

4. Theinterim RPwill identify the set of all financial creditorsfrom theinformation utilities,
and submit the proposed creditors committee to the Adjudicator within fifteen days from
the start of the IRP. A failure to do this within the stipulated period will be taken as a
failure to adhere to the processes of the IRP.

5. The final choice of solution to keep the entity as a going concern, or whether it should
be liquidated, will be decided by majority vote in the creditors committee. The magjority
vote will be more than or equal to 75 percent of the votes of the creditors committee by
weight of their liability. If a creditor chooses not to participate in the vote, the votes and
the mgjority will be counted without their vote.

6. The creditors committee also hasthe responsibility to take decisions on questionsrelating
the matters of business raised by the RP during the I|RP which affects the economic value
of the entity.

7. Theinterim RPwill continueto bethe RPfor the remainder of the IRP, unlessthe creditors
committee appliesto the Adjudicator to appoint afresh RP.

the Code. The calculation of the weight of the financial creditor will be specified in
regulations.

Once the verification has been completed, the interim RP will apply to the Adjudicator
to send noticesto thefinancial creditorsinforming them about their voting rights, duties
and responsibilities on the creditor committee for the IRP case. The creditors have
to acknowledge the receipts of these notices. A creditor can appoint an insolvency
professional astheir representative on the creditors committee. However, thefees of this
professional will be borne by the creditor and not counted as part of the IRP costs.

The voting right of each creditor will be the weight of their liability in thetotal liability
of the entity from financial creditors. The calculation for these weights will need to
takeinto account all the contractual agreements between the creditor and debtor, so that
the weight is the net of all these positions. The rules to calculate the weights of the
creditorswill be specified by the Regulator. If acreditor chooses not to participate in the
negotiations, despite having been so informed, the vote of creditors committee will be
calculated without the vote of this creditor.

The Committee concludes that the debtor will be present a all the meetings of the
creditors committees, but can have no voting rights. Thus, the debtor becomes a non-
voting member on the creditors committee.



5.3.2 The role of the Resolution Professional

Thefirst phase of the IRP is completed when the creditors committee isformed, and the
window to submit claimsisclosed. The creditorscommittee can apply to the Adjudicator
to appoint a new RP to replace the interim RP. The RP must be chosen by a majority
vote in the creditors committee for the Adjudicator to accept the application.

With a creditor committee in place, the RP has a wider role, in addition to monitoring
and supervising the entity, and controlling its assets. In carrying out this role, if there
are questions of business that arise, she can call on the creditors committee to
give clarification or guidance on how she can proceed. For example, if there is
evidence of fraudulent practice in the existing management, the RP can hire legal
services to prepare a case of fraud against the management. She has the power to
convene the creditors committee, present the evidence before them and ask for a
vote to ratify a proposed change in the management, aswell asto proceed to bring the
case of fraud for adjudication to the Bankruptcy and Insolvency Adjudicator.

The RP becomes the manager of the negotiation between the debtor and the creditorsin
ng the viability of the entity. In thisrole, she has the responsibility of managing
all information so that debtors and creditors are equally informed about the business
in the negotiations. Finaly, she is responsible for inviting and collecting proposals of
solutions to keep the entity going. In this role, she is responsible for managing the
process through which to invite proposals from the overall financial market, rather than
just the creditors and debtor. The Committee discussed that this could include other
potential market participants, such as other financial institutions, asset reconstruction
companies, foreign financiers, strategic investors, other firms and minority
shareholders in the entity. Part of the task of the RP is to ensure as much equality of
information about the entity to all participantsin the negotiations asis possible.

Thus, the RP needs to ensure several featuresin the IRP, giving first priority to the need
to preserve time value and equality in negotiationsin the process.

1. The RP must provide the most updated information about the entity as accurately
as is reasonably possible to this range of solution providers. In order to do this,
the RP has to be able to verify claimsto liabilities as well as the assets disclosed
by the entity. The RP has the power to appoint whatever outside resources that she
may require in order to carry out this task, including accounting and consulting
services.

2. The information collected on the entity is used to compile an information
memorandum, which is signed off by the debtor and the creditors committee,
based on which solutions can be offered to resolve the insolvency. In order for
the market to provide solutions to keep the entity as a going concern, the
information memorandum must be made available to potentia financiers within a
reasonable period of time from her appointment to the IRP. If the information is
not comprehensive, the RP must put out the information memorandum with a
degree of completeness of the information that she iswilling to certify.

For example, as part of the information memorandum, the RP must clearly state
the expected shortfal in the coverage of the liabilities and assets of the entity



presented in the information memorandum. Here, the asset and liabilitiesinclude
those that the RP can ascertain and verify from the accounts of the entity, the
records in the information system, the liabilities submitted at the start of the IRP,
or any other source as may be specified by the Regulator.

3. Once the information memorandum is created, the RP must make sure that it
is readily available to whoever is interested to bid a solution for the IRP. She
has to inform the market (a) that she is the RP in charge of this case, (b) about
a transparent mechanism through which interested third parties can access the
information memorandum, (c) about the time frame within which possible
solutions must be presented and (d) with a channel through which solutions
can be submitted for evaluation. The Code does not specify details of the manner
or the mechanism in which this should be done, but rather emphasises that it
must be done in a time-bound manner and that it is accessible to all possible
interested parties.

Finally, theRPisresponsiblefor calling the creditors committeeto eval uate the submitted
proposals. She hasaroleto play in discussing and ranking the proposalsin terms of how
to maximise enterprise value. Asafirst stagefilter, shemust ensurethat all the proposals
have clarity on how the IRP costs and the liabilities of the operational creditors will
be treated and that all parts of the proposed solutions are consistent with the relevant
laws and regulations. But she must |eave the choice of final solution to selection by the
majority votefrom the creditorscommittee.

Fees charged by the RP

The Committee is of the view that there should be no constraints on RP fees. In a
competitive market for theinsolvency professionals, thefeesfor managing theinsolvency
resolution processwill convergeto thefair market valuefor the size of the entity involved.
Whilethe market is evolving, the Code triesto ensure that there is as much transparency
about the behaviour and the performance of individual insolvency professionalsthat the
professional, creditors and debtors are incentivised to behave optimally. For example,
the fees charged by the professional is collected as part of the records of the IRP, which
is maintained in a public database by the Regulator. Since this will be recorded and
disseminated for al professionals across all resolution cases, the potential customers
can compare fees across professionals, along with all the other performance measures
that are also maintained. This includes size of the insolvency being resolved, the days
taken for resolution, the frequency with which entities are resolved and turn out to be
successful turnarounds and the frequency with which entities are resolved but eventually
turn up for liquidation. Then, customers will be able to carry out a fee-performance
when choosing among professionals to engage for other cases.

The Committee feels it is prudent to allow the market to develop and competition to
drive charges of the RP rather than setting these in the Code, or in regulations. In any
competitive market, we expect that there will be a range of services available for a
range of problems. However, there is one case that will require intervention. When
the insolvency is brought for resolution well within time, there is typically a sizeable
amount of assets that support the fees of insolvency resolution. On the other hand, this
isnot the case for an insolvency that isdiscovered at alate stage. In atypical situation,



Box 5.9: Drafting instructions for the role of the Resolution Professional

(RP)

1. Theinterim RP can continue to be the RP for the rest of the IRP.

2. Thecreditors committee can apply to the Adjudicator to appoint anew RP with amajority
vote from the creditors committee.

3. TheRP hasthefollowing responsibilities:

@
(b)
(©

(d)
(€
(f)

(9)

(h)

(i)
)

Totake control over all the assets entitled to the entity;

To manage the entity so that it remains a going concern during the | RP;

To call meetings of the creditors committee for guidance on how to resolve matters
related to keeping the entity as agoing concern if required.

Toverify accounts and liabilitiesasisrequired;

Toraisefinancesto carry on operations;

To create an information memorandum about the entity on the basis of which
solutions can be proposed to keep it as agoing concern;

To provide the information memorandum to whoever wishes to make a proposal,
and to provide a visible channel through which proposals can be submitted for
evaluation;

Toensure that al submitted proposals provide for the payment of the liabilities of
the operational creditors within areasonable period as specified by the Regulator;
Tocall meetings of the creditors committee for evaluation of proposals; and
Toensurethat all actions are taken in atime-bound and transparent manner.

4. The RP hasthe power to:

@

(b)
(©

(d)

(¢)

Take any action required to manage the entity so that it remains a going concern
during the IRP;

Remove any director of the company and to appoint areplacement if required;

I ssue notices against fraudulent behaviour for the purposes of recovery if required,
and bring such cases for adjudication to the Adjudicator;

I ssue public announcements about the avail ability of the information memorandum
and amechanism through which proposal s to keep the entity as agoing concern can
be submitted for evaluation by the creditors committee; and

Cadll any meeting of the members or creditors of the company when required.

5. The charges and costsincurred by the RP will be part of the resol ution costs.
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Box 5.10: Drafting instructions for the fee of the Resolution Professional

(RP)

1. The fees charged by the RP will be as an outcome from market forces, and not set in the
Code or provided inregulations.

2. The Regulator will require that any registered insolvency professional will offer her
services at anominal charge for a certain minimum number of cases ayear. The fees will
be paid by the Regulator in this case. The same requirement will hold for al registered
professionals. The manner in which the Regulator will select the professional for the case
will be specified in regulations.

there will have been a build up of the leverage by the entity borrowing at higher rates to
make payments. Or assets may have been sold or pledged for cash to make payments.
Experience from other jurisdictions suggest that there will be cases of low or no asset
entities which come to the Adjudicator for resolution. In this case, the Adjudicator can
approach the Regulator to recommend an RP who will be appointed with the condition
that her services will be offered at a minimum charge, paid for by the Regulator. The
requirement to offer to serve in a minimum number of such cases will be part of the
reguirements of continuing registration for the insolvency professional.

Obtaining the resolution to insolvency in the IRP

The Committee is of the opinion that there should be freedom permitted to the overal
market to propose solutions on keeping the entity as a going concern. Since the manner
and the type of possible solutions are specific to the time and environment in which the
insolvency becomesvisible, it is expected to evolve over time, and with the devel opment
of the market. The Code will be open to al forms of solutions for keeping the entity
going without prejudice, within the rest of the constraints of the IRP. Therefore, how
the insolvency is to be resolved will not be prescribed in the Code. There will be no
restriction in the Code on possible ways in which the business model of the entity, or
its financial model, or both, can be changed so as to keep the entity as a going concern.
The Code will not state that the entity isto be revived, or the debt is to be restructured,
or the entity is to be liquidated. This decision will come from the deliberations of the
creditors committee in response to the solutions proposed by the market.

There are three aspects of this process that the Code does state. The first is that the
process of obtaining solutions is provided with al information as can be reasonably
expected at the time, istransparent and is time-bound.

The second is that any proposed solution must explicitly account for the IRP costs and
theliabilities of the operational creditors within a reasonable period from the approva
of the solution if it is approved. The Committee argues that there must be a
counterbalance to operational creditors not having a vote on the creditors committee.
Thus, they concluded that the dues of the operational creditors must have priority in
being paid as an explicit part of the proposed solution. This must be ensured by the
RP in evaluating a proposal before bringing it to the creditors committee. If there is
ambiguity about the coverage of the liability in the information memorandum that the
RP presents to garner solutions, then the RP must ensure that thisis clearly stated and
accounted for in the proposed solution.
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Box 5.11: Drafting instructionsfor solutionstoan IRP

1. Asstated in Box 5.9, the RP must ensure as comprehensive an information memorandum
as possible about the state of the entity as of the time of the IRP.

2. Asstated in Box 5.9, the RP must create a universally visible process through which to
gather and collect proposalsto resolve the IRP.

3. For dl the proposals received, the RP must apply the following two filters beforeit can be
considered ready for submission to the creditors committee:

(a) TheRPmust ensurethat all proposals must includetimely payment to verified liabil-
ities of operational creditors and others not represented on the creditors committee,
within time framesthat are specified by the Regulator.

(b) The RP must verify that the solutions proposed are consistent with relevant laws
that govern corporate actions of the given entity.

4. The RP must ensure that the collection and presentation of the proposed solutions to the
creditors committee is done keeping in consideration the time limit available for the IRP.

5. The RP must ensure that the solution agreed upon by majority vote in the creditors
committee is presented as a binding contract signed by the mgjority to the Adjudicator
within the timelimit available.

6. If the solution involves the exercise of the cram-down choice, the RP can apply to the
Adjudicator for amoratorium against debt recovery action during the time period required
for the solution.

The third is that any solution that is presented must recognise restrictions and
requirements from related laws. This holds particularly for corporate actions,
which have provisions in Act governing the form of the given entity. For example, if
the entity is alisted firm and the solution involves a merger of the entity with another,
the solution must include awareness of the rules and regulations governing the
merger of firms under Companies Act 2013, and SEBI (Substantial Acquisition of
Shares and Takeover) Regulationsif thefirmislisted on an exchange.

The remaining mechanics of the process to acquire solutions and communicating these
to the creditors committee is left to the management by the RP as described in Box
5.9. The Code states how the RP can call the creditors committee, and what constitutes
majority vote. Once the majority is obtained as stated in the Code, the RP will have to
obtain a signed agreement to the solution by the creditors committee, and submit it to
the Adjudicator before the end of the maximum period for the IRP. This solution will be
the outcome of the IRP.

Rules to close the IRP

The Committee agrees that it is critical for the Code to preserve the time vaue of the
entity by ensuring that negotiations in the IRP are time bound. The Code states that the
IRP has a default maximum time limit that is strictly adhered to, regardless of whether
the creditors committee has identified a solution. On the other side, the Committee
is also of the view that, if a solution can be identified within a shorter time frame, the
process must accommaodate closing the IRP in ashorter time period also.

The Committee proposes that the IRP can come to aclose in either of two ways. Either
the RP is able to get a binding agreement from the majority of the creditors committee
or the calm period reaches the default maximum date set by the Adjudicator at the start
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of the IRP. If either condition ismet, the Adjudicator will issue an order to

Box 5.12: Drafting instructionsfor closing the|RP case

1. The IRPwill cometo an end when any of the following conditionsis reached:

(a) theAdjudicator receivesasubmissionfrom RPwithasigned agreement of asolution
with amajority from the creditors committee; or

(b) theperiod of the IRP has reached the default maximum IRP period.

Thisisreferred to asthe outcome of the IRP.
2. The Adjudicator will pass an order closing the IRP case. The order will be of one of two
types depending upon the :

(a) Anorder closing the caseg, if the RP submits a binding agreement from the majority
of the creditor committee to a proposed solution.

(b) Anorder closing the case and an order of liquidation of the entity, if the calm period
has reached the end of 180 days and the RP has not submitted a binding agreement
from the majority of the creditor committee. If 75% of the creditors think that the
resolution will require additional time, the resolution professional (on the
instructions of the committee of creditors) may make an application to the
Adjudicating Authority for another 90 days. The debtor or other creditors will not
be entitled to make an application for extension of time.

3. The Adjudicator will simultaneously pass ordersto:

(a) Lift the moratorium,;

(b) Releasethe RP fromthe caseif required; and

(c) Releasetherecords of the IRP to the Regulator.

closethe IRP. However, the orders will vary depending upon the condition.

If the RP submits a binding agreement to the Adjudicator before the default
maximum date, then the Adjudicator orders the IRP case to be closed. If the
Adjudicator does not receive a binding agreement by this date, the Adjudicator
issues an order to close the IRP case along with an order to liquidate the entity.

When the IRP case is closed, the Adjudicator will also issue following set of
orders:

1. Tolift the moratorium put in place for the IRP,
2. Toreleasethe RP asrequired; and
3. Toreleasethe IRP recordsto the Regulator.

In the case where the IRP resolves that the entity cannot be kept as a going
concern and the Adjudicator issues an order for liquidation, the Adjudicator
may order the RP to continue managing the assets of the entity during the
Liquidation.

Fast-track IRP

By default, each IRP must be carried out within the default maximum period set
in the Code (Box 5.4). However, this is the time taken for the resolution of a
very complex entity, where complexity may come in the structure of liabilities
and assets, or size of operations. Most entities are likely to have a less
complex structure in these aspects. Their insolvency is aso likdy to take a
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shorter time to resolve. For example, the time taken to resolve a conflict for an
entity with a single secured creditor who has more than 80 percent of the
financial liability is likely to take a shorter time to resolve than one with
multiple creditors where the maximum exposure is 20 percent. Another example
is that of an insolvent entity where the debtor or the maority of the creditors
have arobust argument for liquidation as the most efficient outcome.

Whileit is likely that the creditors and debtors themselves chose to wind down
negotiations in a shorter period than the default maximum period allowed, the
Committee view is that there is merit in creating explicit provisions for cases
where the IRP to be necessarily carried out in shorter time periods than the most
complex case. These cases will be called the Fast-track IRP. The Code will
specify three types of fast-track cases. for entities with small scale of
operations, for entities with low complexity of creditors and for such other
categories of corporate debtors as may be prescribed. In the first two,
definitions of what constitutes such entities will be issued by the Central
Government.

In Fast-track cases, the process flow of the IRP will be the same in order to
retain the principles of transparency and collective action. Since the resolution
is expected to be done in a shorter period, there will be greater onus on the
process at trigger. The entity who triggers the Fast-track process must submit
documentation with the application to support the case for the Fast-track IRP.
The Adjudicator will seek validation from the other parties involved before
issuing the order for a Fast-track IRP. For example, if the creditor triggers the
small entity Fast-track IRP, the application must include audited statements
that the entity is eligible for this process. The Adjudicator will forward these to
the debtor for validation. If there is no dispute from the debtor on the
eligibility documents within a specified amount of time, the Adjudicator will
issue the order for the Fast-track IRP.

With the registration of the case, a process similar to that at the start of an
IRP will commence. There will be an interim RP who is in charge of
collection of claims, monitoring the entity and the creation of a creditors
committee. Once the creditors committee is formed, the RP will verify the
submitted liabilities to the best of her ability. She will have the same
responsibilities as defined in Box 5.9, but a shorter time period within which to
resolve the insolvency. The Committee recommends that this time period
should be at least half the time taken for the complex cases, or within 90 days.
Similar to the provision for IRP, in a fast-track process, if more than 75% of
the creditors are of the view that more time is required to resolve the stress,
they may apply to the Adjudicating Authority for an extension. The debtor or
any other creditor will not be entitled to seek an extension. While these are the
cases that have been visualised at the start, the Committee feels that the
Regulator can issue regulations to create more cases for Fast-track IRP as the
case history builds under this Code.

A time-bound, efficient Liquidation

Liquidation is the state the entity enters at the end of an IRP, where neither
creditors nor debtors can find a commonly agreeable solution by which to
keep the entity as a going concern. In India, it is widely accepted that
liquidation is a weak link in the bankruptcy process and must be



strengthened as part of ensuring a robust lega framework. The process flow
in liquidation shares some objectives in common with that of resolving
insolvency. Preservation of time value is the most important, and efficient
outcomes under collective action is the next, both of which are important
principles driving the design. However, this is not straightforward in
implementation, particularly in an environment where different creditors have
different rights over the assets of the entity, information is asymmetric, and
governance and enforcement has been traditionally weak.

The Committee presents some principles that the provisions of the Code must
hold in

Box 5.13: Draftinginstructionsfor Fast-track IRP

1. The Code and the regulations thereunder will have provisions for Fast-track IRP.
2. TheFast-track IRP differsfrom the default in two ways:
(a) If theorder for the Fast-track IRP is passed, the interim RP and RP are informed of
the shorter time period within which they have to carry out their responsibilities.
(b) Inorder totrigger the Fast-track process:
i. The entity who is triggering the IRP must submit a separate application for
the fast-track process.

ii. The fast-track application must contain a statement with evidence supporting
the case for Fast-rack that is signed by an Insolvency Professional.

iii. The Adjudicator will forward the application for the Fast-track to the entity
that did not trigger the IRP.

iv. If there is no objection raised to the fast-track within two days of the Ad-
judicator sending out the application, the Adjudicator will issue an order to
register the IRP as afast-track process.

v. If thereisan objection, the following process must be followed:

A. An objection must be submitted with evidence of why the triggering
application is incorrect, and it must be signed off by an Insolvency
Professional.

B. On receiving such an objection, the Adjudicator will confirm that due
process has been followed and forward it to the Insolvency Professional
proposed by the triggering entity for arebuttal.

C. If thereis no response from the triggering entity by the end of the next
day, the Adjudicator will reject both the application for the IRP and
the Fast-track process, and ask the triggering entity to submit the IRP
application without the Fast-track application.

D. If aresponseisreceived that issigned off by the RP within the designated
time, the Adjudicator will accept the Fast-track application and register
the Fast-track IRP.




5.5.1

Liquidation:

1.

2.

8.

Only assets that are owned by the entity, as it was in place before the IRP, is
availablefor liquidation.

The entity loses beneficial ownership on the assets. The ownership ismovedto a
liquidation trust and the liquidator manages this trust. The assets are taken over
asis—with all encumbrances.

Secured creditors can choose to enforce their security interest after the
liquidation order is passed.

Liabilities that were in place before the IRP are unaffected by the liquidation.
Only liabilities that are written before liquidation can have a right to distribution
under liquidation.

Creditors have no direct interest in the realisation or distribution of liquidation.
They can only charge the liquidator to carry out her statutory duties.

Under liquidation, all liabilitiesthat are fully earned are accelerated to the time of
theliquidation. Liabilities that are not earned can only demand what has already
fallen due.

Members of alimited liability firm are not liable for its dues. Exceptions include:
where the entity is registered as an unlimited liability firm; where the entity acts
as the agent of the members; or where they undertake a collateral liability such
as a guarantee or other such contracts. Individua members can also be liable for
instances of explicit fraud.

Foreign creditors are treated on par with domestic creditors.

With these principles, the Code states the process of liquidation as following the
following process flow: well defined triggers— who can trigger and how the trigger can
be accepted; the process flow once liquidation is triggered as first steps, the actions
after and the closure of the process.

What can trigger Liquidation?

The Code describes four ways in which liquidation can be triggered:

a By rgjection of resolution plan by the adjudicator if it fails to meet the necessary

conditions.

b. By falureto reach an agreement in the committee of creditors during the Stipulated

period.

c. By adecison of the committee of creditors during the IRP.
d. By thefailure of adherence to terms of aresolution plan.



Box 5.14: Draftinginstructionsfor trigaering Liquidation

1. Therearefour waysto trigger Liquidation:

a. Rejection of resolution plan by the adjudicator if it failsto meet the necessary
conditions.

b. Falureto reach an agreement in the committee of creditors during the stipulated period.
¢. Decison of the committee of creditors during the IRP.

d. Failureto adhereto terms of aresolution plan.

2. The Code will also provide for voluntary liquidation of corporate persons who have
not defaulted on any debt.

5.5.2 Rules to accept the trigger to Liquidation

a. Asan outcome of on-going IRP

Liquidation triggered as an outcome of the IRP is automatic; the RP will apply to
the Adjudicator to create an order either when the creditorssign off on liquidation
or the Adjudicating Authority will order a liquidation when the period of the IRP
comes to an end and no proposal for resolution has been submitted or where the
resolution plan does comply with the required conditions.

b. Failureto comply with the terms of the resolution plan

Where the resolution plan approved by the Adjudicating Authority is
contravened by the concerned firm, then any person other than such firm, whose
interests are prejudicially affected by such contravention, may make an
application to the Adjudicating Authority for aliquidation order.

c. Asan application for voluntary liquidation

Where afirm has not defaulted on any debt (or where afirm has no debt), it may make

any application to be liquidated voluntarily in such manner as may be specified by the
Board.

5.5.3 Steps at the start of the Liquidation

A liquidation order is accompanied by a set of other ordersissued by the Adjudicator
to:

a Createatrust for the assets of the entity

During the liquidation process, atrust is created which becomes the owner of the
assets of the entity. The trust will hold the assets on behalf of the entity. Further,
once the assets start being sold, the trust will receive realisations from the sales.
The trust will distribute the dividends as per the payout provisions of the Code.
These are described in Section 5.5.8. Thetrust will be managed by the insolvency
professional appointed by the Adjudicator, who has the role of managing the
assets, asset sales and the distribution of the realisations.



While the trust is being created and before it can take over, the Adjudicator will
order the RP of the IRP to continue as manager of the assets of the entity. Even
after the trust is in place, the RP can continue as the manager of the trust until
aliquidator is appointed.
All transactions done by the trust as sale of assets or distribution of dividends
must be treated as pass-through. The realisations must only be taxed in the hands
of therecipients.

b. Appoint aLiquidator
The RP from the IRP may continue as the liquidator as long as the Regulator
raises no objection to her continuing in thisrole.
If there is a complaint against the RP at any stage during the IRP or after the
liquidation order is passed, the Adjudicator must apply to the Regulator for an
aternative RP as areplacement.
Theroles of theliquidator is described in detail in Section 5.5.9.

c. Liquidating thelegal entity
The Committee recommends that the Adjudicator will pass the following orders
to liquidate the legal entity:

(8 Anorder totherelevant registration authority to rename the entity by adding
the phrase “-in-liquidation” to the original name. This will increase the
visibility of the Liquidation order and ensure that the entity cannot
assume a business-as-usual manner in transactions with counterparties.
It will also protect and safeguard the assets of the entity from fraudulent
action by the erstwhile managers and owners.

(b) An order to cease al powers of the board and the management and vest
them with the liquidator.

Box — 5.15 - Drafting intstructions voluntory liquidation

An application for voluntary liquidation of a corporate person registered as a company shall
meet the following conditions:

(a) aspecia resolution of the shareholders of the company requiring the corporate debtor to be
liquidated voluntarily; or aresolution of the shareholders of the company in a general meeting
requiring the company to be wound of voluntarily as aresult of expiry of the period of its
duration, if any, fixed by itsarticles or on the occurrence of any event in respect of which the
articles provide that the company, as the case may be;

(b) adeclaration from majority of the directors of the company verified by an affidavit stating
that —

(i) they have made a full inquiry into the affairs of the company and they have formed an
opinion that either the company has no debt or that it will be able to pay its debtsin full from
the proceeds of assets sold in the voluntary liquidation; and

(ii) the company is not being liquidated to defraud any person;

(c) audited financial statements and record of business operations of the company for the
previous two years; and

(d) areport of the valuation of the assets of the company, if any prepared by a registered valuer.

Box 5.16 — Drafting instructionsfor certain ordersin realtion to the

liquidation order

The Adjudicator will issue these orders as soon as aliquidation order is passed:
1. Anorder to appoint the liquidator following the process described in Box 5.17.
2. Anorder to the relevant registration authority to change the name of the entity by
adding the phrase “-in-liquidation” to the original name.
3. Anorder to cease al powers of the the board and the management and vest them with the
liquidator.




Box 5.17: Drafting instructionsfor the appointment of a Liquidator

1. Theliquidator can be selected through any of the following ways:
(a) TheRP of the IRP can continue asthe liquidator.
(b) The Regulator can recommend, with reason, a new liquidator to replace the
RP to the Adjudicator.
(¢) TheAdjudicator can apply to the Regulator for areplacement liquidator.
2. The Adjudicator will either issue an order for the RP to continue as a liquidator,

or the Adjudicator will issue an order to appoint the liquidator recommended by
the Requlator

Box 5.18: Drafting instructions for establishing theirreversbility of Liqui-

dation

1. The Code will provide for a period beyond which the outcome of Liquidation cannot be
reversed by appeal in any other court. This does not refer to appeals against the behaviour
of the RP or the failure to adhere to process during the IRP, which is directed to the
Regulator for redressal.

2. Theperiod of irreversibility for Fast-track Liquidation will belessthan that set in the Code
for Liquidation. This period will be specified by the Regulator.

5.5.4 Establishing the irreversibility of Liquidation

The Committee argues for clarity on what can be appealed once a Liquidation order
has been issued. The Liquidation outcome is a matter of business that is managed by a
regulated professional, under a reasonably well-defined set of rules of process. In that
case, appealsarelikely to be placed against the behaviour of the Resolution Professional,
or about failure of following the process.

Appeds against the outcome can be entertained if there is evidence of fraud or
materia irregularity. These must be presented and resolved, within a reasonable
window of time. If resolution of the case requires more than this period of time, then
the Liquidation of the entity becomes irreversible, and will hold irrespective of legal
action in any other court of the land.

5.5.5 Establishing assets in Liquidation

The Committee debated what assets of the entity must be available for realisation in
liquidation. Not all assets that are present within the entity, from the start of the IRP,
can be considered for Liquidation. The Committee agrees that the following sets of
assets must be kept out of the liquidation process:

a. Assets held by the entity in trust (such as employee pensions).

b. Assets held as collatera to certain financial market institutions (such as clearing
corporations or similar financia transactions to either creditors or non-
creditors). In other jurisdictions, these may be referred to as “assets subject to
netting and set-off in multi-lateral trading or clearing transactions”.
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5.5.7

In defining these assets, the Code will take cognisance of the assets that are used
as collateral to ensure counterparty guarantees in financial transactions where
clear legal documentation is available as proof of transaction (Reference to IFC).
These funds and assets cannot be used for recovery in Liquidation.

c. Assets held as part of operational transactions where the entity has rights over
the asset but is not the owner of the title of the asset. For example, there
could be goods belonging to third parties given to the debtor for processing
or vaue addition. The entity only has rights over goods held in inventory.
But these are

Box 5.19: Drafting instructions for establishing the assets of the entity in

Liquidation

1. Only assets where the entity is a beneficial owner before the start of the IRP can be
considered as available to realisation during Liquidation.
2. Theassetsthat are not owned by the entity include:
(a) Assets held in trust. An example are funds and securities held for employees
pensionsprograms.
(b) Assetsthat are held assecurity by financial market institutionsthat arelaid out inthe
Indian Financial Code. Theseinclude collateral posted to the clearing corporation.
(c) Assets held as part of operational transactions which have been provided to the
entity with reservation of title. These include goods in inventory where the title of
the goods belongsto atrade creditor or awholesal e distributor.
All such assets cannot be used by the liquidator to realise recoveriesfor creditors.
3. Accessto security in contractsthat were entered into prior to the IRP and Liquidation will
not be changed as a consequence of Liquidation.

owned by the producer or a wholesale distributor of these goods. These can be
claimed back by the owner, and cannot be sold to realise valuein liquidation.

Right of the secured creditors to withdraw from collective Liquidation

Oncethe moratorium islifted at the closure of the IRP, the secured creditors can initiate
debt recovery action on the assets of the entity. As recognised in other jurisdictions
and in the IRP under the Code, the Committee argues that there are likely benefits to
collective action in liquidation just as there is in assessing viability during the IRP
(Mukherjee, Thyagargjan, and Anchayil, 2015).

However, at the close of the IRP, the Committee appreciates that the secured creditor
must be ableto enforcetheir interest and act to maximisetheir loss given default through
sale of the security without the costs of the Liquidation process under the Code. Thus,
the Code provides that the secured creditor can withdraw the asset against which
they hold security interest.

Drafting instructions for provisionsin the Code enforcing the rights of secured creditors
in Liquidation is presented in Box 5.20

Redlisation in Liquidation other than through sale of assets

The Committee drew on the liquidation experiences both in India as well as other
countries, and listed two other ways in which higher economic value can be realised
other than just sale of assets.



Box 5.20 — Realization of the security of secured creditors

1. Secured creditors can withdraw the asset against which they have security
interest from the liquidation trust subject to the following conditions:
(a) Existence of records establishing their claim on the asset presentin a
registered 1U or proved in a manner as may be specified; and
(b) Payment instruction for their share of the IRP costs.

Treating proposals to sell the business as a whole, or parts of the business, in
Liquidation

In thisform of maximising value recovered, the distinction is made between the business
and the entity. The business is the underlying structure whose operations generate
revenue, either asawhole or in parts. The entity includesthe management, the ownership
and the financial elements around this core business. In the liquidation phase, the
liquidator can coordinate proposals from the market on sale of the business, in parts or
even as awhole. The evaluation of these proposals come under matters of business. The
selection of the best proposal istherefore left to the creditors committee which form the
board of the erstwhile entity in liquidation.

However, a different set of principles guide what is defines the best solution in the
liquidation phase, unlike the IRP. In the IRP, the financia creditors had the power to
choose the best solution to keep the entity as a going concern, with the condition that
the liabilities of the other creditors will be fully met within a reasonable period in the
implementation of the solution.

In liguidation, such a condition cannot be applied. The interests of both the financial
and the operational creditors will be served on abest efforts basis. Under the waterfall of
liabilities provided in the Code, secured creditors who have the priority in the waterfal,
will have the best recovery while al other creditors, both financial and operational, will
face a lower recovery. It isimportant for the Code to retain a sense of fairness in how
the solutions in Liquidation should preserve the rights of all creditors, so that they are
incentivised to continue providing credit to other entities. Thus solutionsin Liquidations
must be evaluated on the long-term incentives of both secured creditors and non-secured
creditors.

Thissuggests atwo-filter approach to evaluating the proposal sthat the liquidator receives
on how to optimaly liquidate the business, before she presents it to the creditors
committee. The first is to maximise the value expected under realisation. The second
is to evaluate the impact on the non-secured creditors. If two proposals are reasonably
similar in the expected realisation, then the proposal which minimises the adverse
impact on non-secured creditors should be ranked higher in the presentation to the
creditors committee. On the other hand, if aproposal has a significantly higher expected
realisation among all other proposal, this proposal may have the highest ranking even if
the other proposals may have alower adverse impact on non-secured creditors.

Theliquidator will be responsiblefor recording the rankings of various proposals, along
with the arguments, in the presentation to the creditors committee. These records will
be available publicly through the Regulator within as short a period as is reasonably
possible. They can be used in appeals to the Adjudicator against outcomes selected
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by the creditors committee in liquidation, but cannot be used as an appeal against the
liquidationitself.

Treating recoveries from vulnerable fransactions

The Committee discussed the possbility of identifying and recovering from
vulnerable transactions. These are transactions that fal within the category of
wrongful or fraudulent trading by the entity, or unauthorised use of capital by the
management. There are two concepts that are recognised in other jurisdictions under
this category of transactions: of fraudulent transfers, and fraudulently preferring a
certain creditor or class of creditors. If such transactions are established, then they will
be reversed. Assets that were fraudulently transferred will be included as part of the
assetsin liquidation.

The Committee recommends that all transactions up to a certain period of time prior to
the application of the IRP (referred to as the “look-back period™) should be scrutinised
for any evidence of such transactions by the relevant Insolvency Professional. The
relevant period will be specified in regulations. At any time within the resolution period
(or during the Liquidation period if the entity is liquidated) the relevant Insolvency
Professiona is responsible for verifying that reported transactions are valid and
central to the running of the business. There should be stricter scrutiny for
transactions of fraudulent preference or transfer to related parties, for which the
“look back period” should be specified in regulations to be longer.

TheCodewill givethe Liquidator the power tofile casesfor recovery. Somejurisdictions
set such recoveries aside for payment to the secured creditors. Given the extent of equity
financing in India, all recoveriesfrom such transactions will become the property of the
trust, and will be distributed as described within the waterfall of liabilities.

Drafting instructions for realisation of value in Liquidation other than through sale of
assets are presented in Box 5.21.

Establishing priority of payout in Liquidation

In the principles about the rights of claimants in Liquidation, the core principleis that
the order of liabilities that were in place before Liquidation, must be retained after
Liquidation. Therefore, the Code visualises that no new claims can be submitted on
the assets of the entity beyond those that are registered in the financial and operational



Box 5.21: Drafting instructions for regulationson realisation in

Liquidation other than through sale of assets

a. There could be two sourcesof additional valuein Liquidation other than sale of assets.
Theseinclude:

() Proposalsfor sale of the business asawhole or in parts.
(b) Vauerecovered from vulnerable transactions.
b. Inproposasfor sale of the business:

(a) The liquidator will call for proposals to buy the business, either in parts or as a
whole, to maximise economic value.

(b) The proposalsin Liquidation will be evaluated on both:

i. Vaueoffered, and
ii. Rankingof theproposal intermsof impact on non-secured creditors, including
operational creditors.

(C) The creditors committee as the board of the erstwhile entity will select the best of
the proposed solutions.

(d) All the solutionswill be recorded in the Liquidation case, and will be availablefrom
the Regulator in as short atime asisreasonably possible.

(e) The liquidator will conduct the sale and the trust will receive the proceeds for
distribution.

(f) The distribution of these proceeds will be made according to the waterfall of
payments provided by the Code (Section 5.5.8).

¢. Recoveriesfrom vulnerable transactions are carried out in the following manner:

() Thesetransactions are identified by an insolvency professional, either in IRP or in
Liquidation, asthose which are wrongful or fraudulent trading, unauthorised use of
capital by the management.

(b) The period over which the transactions are scrutinised is specified in the Code.

(C) Once these are identified, the Liquidator will file an appeal to the Adjudicator
against the party that carried out the transaction to revokethetransaction, if possible,
and recover thelost value.

(d) When the case is resolved in favour, the recovered value is deposited with the trust
for distribution.

(e) The cost incurred by the Liquidator for recovery in these cases is covered by
the genera realisations from in Liquidation up to a threshold that is specified
by the Regulator. Beyond this threshold, the costs will be recovered from the
value recovered from the case.
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liabilities information systems of Section 4.3 (or by other specified means), and those
that are submitted at the start of the IRP. The only claims that can be admitted after the
start of the IRP are claims arising from transactions registered with, or by, the RP in
charge of the IRP. These are likely to have been transactions for temporary financing
or working capital arrangements that are considered critical to keep the entity as a
going concern. Rather than fresh creditor claims, these will be considered on par with
the costs of the IRP, and be treated as such.

The Committee also agrees that a creditor with claims that is backed by proof of
beneficial ownership of the security can automatically apply to the liquidator to retrieve
the security from the Liquidation trust. This includes assets underlying transactions of
hire-purchase and financial |ease assets, and secured creditors who can exercise their
rights over assets where they have security rights as described in Section 5.5.6. Such
creditors can apply to the Adjudicator with proof of the ownership, and payment for the
IRP costs as specified in regulations. The Adjudicator will then issue an order to the
Liquidator to release the asset from the Liquidation Trust.

For the remaining creditors who participate in the collective action of Liquidation, the
Committee debated on the waterfall of liabilities that should hold in Liquidation in the
new Code. Across different jurisdictions, the observation is that secured creditors have
first priority on the realisations, and that these are typically paid out net of the costs of
insolvency resolution and Liquidation. In order to bring the practices in India in-line
with the global practice, and to ensure that the objectives of this proposed Code is met,
the Committee recommends that the waterfall in Liquidation should be asfollows:

1. Costsof IRP and liquidation.

2. Secured creditors and Workmen dues capped up to three months from the start
of IRP.

3. Employees capped up to three months.

4. Dues to unsecured financial creditors, debts payable to workmen in respect
of the period beginning twelve months before the liquidation commencement
date and ending three months before the liquidation commencement date;

5. Any amount due to the State Government and the Central Government in
respect of the whole or any part of the period of two years before the liquidation
commencement date; any debts of the secured creditor for any amount unpaid
following the enforcement of security interest

6. Remaining debt

7. Surplusto shareholders.

There was some debate in the committee on whether the priority given to workmen'* in
the Companies Act, 2013 should be retained in the proposed Code aswell.

The role of the liquidator

The swiftness with which the Liquidation phase can be completed in the most efficient
way has always rested on the liquidator. One of the central problems identified in the

M Where workmen is defined as per Industrial Disputes Act, 1947.



Box 5.22: Draftinginstructionsfor thepriority of payout in Liquidation

1. The Code will state that the priority of payout of the dividends from the Liquidation trust
will be asfollows:
(a) Tier 0: Costs of IRPand liquidation codts.
(b) Tier 1: Secured creditors and Workmen dues capped up to three months from the
start of IRP.
(c) Tier 2: Employees wages and unpaid dues capped up to three months.
(d) Tier3:

i. Dues tounsecured financid creditors,

ii. workmen'’s dues in respect of the nine month period beginning twelve months
before the liquidation commencement date and ending three months before the
liquidation commencement date.

(e) Tier4:

i. Any amount due to the State Government and the Central Government in respect
of the whole or any part of the period of two years before the liquidation
commencement date;

ii. any debts of the secured creditor for any amount unpaid following the
enforcement of security interest.

(f) Tier 5: any remaining debt
(g) Tier 6: surplusto shareholders/partners.
2. At each point in the waterfal, there will be no differentiation between domestic and
international creditors.

poor implementation of bankruptcy systemsin India has been the liquidator.

Responsibilitiesinclude verification of all claims made on the assets of the entity. Here,
the full list of claims needs to be identified and verified, so that any recovery can be
made to these creditorsin all fairness. In addition, the liquidator has the responsibility
to identify the assets of the entity that is available for realisation under Liquidation.

The Liquidator applies to access the records of liability verification of the IRP from
the Regulator. The Liquidator also independently is given the power to access al the
information systems required to verify claims of liabilities, assets that are security,
audited balance sheets and cash flow transaction records of the entity. Finaly, claims
of liability that were submitted at the start of the IRP and that are not included in the
rest of the information system are included as liabilities against the erstwhile entity for
recovery. The principle of collective action requires that al assets are held in the Trust
by the Liquidator, who also carries out al realisations and adds it to the cash assetsin
thetrust.

Fees charged the Liquidator

The recovery from assets are paid out to creditors net of the insolvency resolution and
Liquidation costs.

Likeinthe case of feesfor the Resol ution Professional, the Code hasvery few provisions
onthe costsof Liquidation or thefeesthat the Liquidator has charged. The Committeeis
of theview that the costsincurred and thefees charged by the professional in carrying out
their role should be the market price from a competitive market. However, whilethe IRP
is designed as a time-bound process, there can be no such externally imposed, general
timelimit on the Liquidation process that can lead to optimal Liquidation outcomes.



Box 5.23: Drafting instructionsfor the Code and the regulationsthereunder

on theroleof the Liguidator

a. Theresponsihilities of the Liquidator include:

(&) Account for, and verify, al legitimate claims to the distribution from the value
realised from Liquidation. These must done at least as good as the reporting
standards specified by the Regulator.

(b) Account for, and establish all assets where the entity was the beneficiary owner.
Ascertain their presence as registered with the Liquidation trust. These must done
to reporting standards specified by the Regulator.

(C) At aregular frequency specified by the Regulator, the Liquidator will report the
estimated value of the assets held in the Liquidation trust. Where the assets do not
have regularly updated and transparent market price, the Liquidator will also make
available the methodology using which the estimated value was arrived at. The
methodology must be audited by the Regulator.

(d) Ensure full transparency and good governance practices in the management of the
assets of the Liquidation trust. These must be at least as good as specified by the
Regulator.

(€) The Liquidator is responsible to each creditor to ensure swift distribution of the
maximum realisation, and to the Regulator for compliance with the standards of
good practice and no conflict of interest in thisdistribution.

(f) The Liquidator manages the Liquidation trust and must adhere to the provisions,
rules and regulations applicable under the relevant law.

b. The powers of the Liquidator include:
(@) The Liquidator has the power to access all the records related to the entity that is
availablein theinformation systems. Thisincludes:
i. thecreditinformation systems;
ii. therecords submitted to the relevant registration authority;
iii. the information systems for financial liabilities and those for non-financial
liabilities;
iv. theinformation systems for securities and assets posted as collateral;
v. the IRP recordsfor the case at the Regulator; and
vi. any other system that is specified as relevant by the Regulator from time to
time.

(b) TheLiquidator isregistered as the manager of the Liquidation trust.

(C) The Liquidator can call for bids, run auctions, hire the services of third party
valuation experts in order to assess the value of the assets in the Liquidation trust
while creating valuation reports to the Regulator.
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Box = 5.24 - Drafting instructions for regulations on liquidator’s fee.

1. Theliquidator fees will be a function of the realised value in Liquidation, which will earn
lower revenuesfor later recoveries. The regulations will specify that the maximum fraction
that is permitted of the value that is redlised in the first year of Liquidation. In
subsequent years, the fraction that is permitted as liquidator fees of the realised value will
continuously decrease.

2. The form of the function will be specified by the Regulator subject to the condition that it
satisfiesthe provisionsin the Code.

3. The fees that can be charged while recovering from vulnerable transactions will have a
different structure. Here, the Regulator will specify athreshold value for the fees charged.
All costs incurred above this threshold value has to be recovered from the case filed for
recovery from the vulnerable transactions.

4. As in the case of the IRP for low or no asset cases, the Regulator will specify that a
Liquidator offer her services free of charge for a certain miniumum number of cases as
part of requirements of registration.

In fact, it has been found that often the Liquidator has the incentive to prolong the
Liquidation process purely as a mechanism to seek rents from the creditors. They earn
rents either by deploying the capital realised, or differentiating payouts to those who can
pay for it. The Committee agrees that the Code and the regulations thereunder should
incentivise good behaviour by the Liquidator by imposing a structure on fees charged
in Liquidation. An ideal structure will be one that incentivises the Liquidator to
preserve time value of transactionsin Liquidation.

The fees that the Liquidator can charge must be a decreasing function of time. Under
such a fee structure, the same readlisation obtained in the second year will mean a
smaller fee for the liquidator than the fee for the redlisation in the first year. The
precise function can be specified by the Regulator, and can vary from case to case in
regulations. However, irrespective of the variations, because fees earned must be lower
in alater year than in an earlier year, the Liquidator is motivated to realise value sooner
rather than later.

Lastly, in order to ensure greater distribution certainty to creditors in Liquidation, the
Code differentiates the fees that can be charged for verified and quantified assets and
for uncertain recoveries (such as those from lawsuits to recover value from vulnerable
transactions). When there is surety about the assets, the Liquidator is incentivised to
maximise the payout for the creditors when her fees are a fraction of the realisations.
However, when there is uncertainty on the possibility of any recovery or the time at
which it can be realised (asin alawsuit against directors or management), the costs of
recovery will become surely very high while the realisation is uncertain. In such cases,
the Code directs the Regulator to set a threshold value for the fees that the Liquidator
can charge. All the fees beyond that threshold will be recovered from the recoveriesat a
higher rate than is used for charges when realisations are sure.

Rules to close the Liquidation

The end of Liquidation requires complete dissolution of the entity. One indicator is
that the assets held in the Liquidation trust have been sold and the realisations paid out




Box 5.25: Drafting instructionsfor closing the Liquidation case

1. The Liquidator can apply to the Adjudicator to close the Liquidation case at any point
after the clear assets held in the Liquidation trust has been realised, and the value has been
distributed to creditors.

2. The Adjudicator will hear the case based on the probability of realisations expected from
vulnerable transactions and disputed assets.

3. If the Adjudicator accepts the application, then an order isissued to close the Liquidation
case. Thisisaccompanied by the following orders:

(a) An order to the registration authority to remove the name of the entity from the
register;

(b) Releasethe Liquidator from the case, but retain management of the Trust; and

(¢) Releasetherecordsof the Liquidation casetothe Regulator. Detailsof the submitted
recordswill be consistent with those specified by the Regulator.

4. The Liquidator continues to manage the cases for vulnerable transactions. Whatever
recoveriesare made are deposited into the Trust are paid out as dividends, net of legal fees.

to satisfy as much of the liabilities within the prioritisation of the waterfall in Section
5.5.8. At this stage, there are possible recoveries of the assets of the entity in the
future. Thesearemost likely to comefrom lawsuitsto recover fromidentified vulnerable
transactions and cases of fraudulent actions carried out by the directors of the erstwhile
entity. However, these are highly uncertain. The tradeoff is to keep the case open and
accrue costs of Liquidation from Liquidator fees on one hand and on the other, to close
the case, dissolve the entity, but retain the Liquidation trust, so that whatever recoveries
are made can be deposited into the trust net of the Liquidator costs of managing these
lawsuits.

The Liquidator may apply to the Adjudicator to close down the case with estimates of
the time to recovery and possible value of recovery from the vulnerabl e transactions. If
the Adjudicator rulesin favour of the application, an order to close the Liquidation case
will beissued. Thiswill trigger aset of accompanying orders asfollows:

1. An order to the relevant registration authority to remove the name of the entity
fromitsregister.

2. Anorder releasing the Liquidator from the case.

3. Anorder to submit all records related to the case to the Regulator.

If the Adjudicator doesnot rulein favour of the application, the Liquidation caseremains
open. The Code permits the Liquidator to apply for the closure again after areasonable
period of time has passed.

Removal of the RP during the resolution process

The Code makes provision for the remova of the RP during the resolution process.
This can be done either during an insolvency or a bankruptcy resolution process. An
application can be made to the Adjudicator by the creditors committee for the removal
of the RP at any time during the IRP, or by the board during the Liquidation process. In
either case, this must be supported with a majority vote. Any other application for the
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Process for legal entities

Box 5.26: Drafting instructions for removing an during an IRP or a Liqui-

dation

1. The creditors committee can apply to the Adjudicator for the removal of an IP at any
time during a live insolvency or bankruptcy resolution case. The application has to be
accompanied with amajority vote.

2. The Adjudicator will admit an application for the removal of either the RP or aLiquidator
during the resolution process, from any other party with cause shown.

3. TheCode does not permit the removal to be accompanied by anew recommended replace-
ment candidate.

4. The Code providesthat the Adjudicator must apply to the Regulator for areplacement RP,
and that the Regulator must respond within under 48 hours of the Adjudicator application.

5. If the application for removal is made during an active IRP, there is no extension permitted
to the period of the IRP as a consequence of the removal of the RP. The date of closure of
the |RP case remains the same as on the order registering the |RP case.

removal of the RP can be made to the Adjudicator with cause shown. The Adjudicator
must apply to the Regulator for a replacement RP as soon as the application is made.
The Regulator must recommend a replacement RP within not more than 48 hours. In
case the application is to remove an RP during the IRP, the removal of the RP does not
alow for an extension in the window of time permitted for the IRP: there final date of
closurefor the IRP remains the same asin the order registering the IRP.

Actions against fraud, malpractice and other wrongs

In the deliberations of the Committee, there are two categories of offences/wrongs
against which actions can be initiated: fraud and malpractice. Further, depending upon
the perpetrator of the act or omission, actions are further differentiated based on
whether they can be heard by the Adjudicator, courts or the Regulator.

Intheview of the Committee, bankruptcy isalegal processthat isdesigned to give honest
peopleachancefor abetter financial future. It isthereforeimportant that al participants
in the bankruptcy and insolvency resolution processes act honestly in disclosing their
true state of affairs. This approach leads to principles that guide the identification of
offences/wrongs under the Code.

The first principle that the Code seeks to ensure is better symmetry of information
between the creditors and the debtor. The onus of honest behaviour in this respect
typicaly sits with the debtor who has the information advantage over the creditor.
Thus, it is crucia that the debtor is honest in all disclosures and does not make false
representation or conceal facts about the assets or transactions in these disclosures. If
the debtor triggers the IRP, the Adjudicator will admit the case only if these records are
accompanied by asigned Statement of Truth document. For example, the records of the
operations and the finances of the entity are expected to be presented to the Resolution
Professional managing the IRP.

The Code expects that creditors adhere to the principle of honest disclosure as well.
False and frivolous claims at the time of triggering the insolvency, misrepresentation
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or fase claims during the negotiations in the creditors committee, false
representation about claims on the assets of the entity in liquidation are all
subject to appeals at the Adjudicator.

Once the IRP is admitted, the types of actions that can be made are divided
into those that can be admitted during the IRP, appeals on the outcome of the
IRP and those during the Liquidation Process.

Actions during the IRP

It may be useful to think about legd actions during the IRP as being categorised
under actions made to the Adjudicator against the RP or by the RP. In any of
the cases, it isimportant to note that:

1. The hearing of the petition and the subsequent actions taken in remedy
will not cause achangein the date of closure of the IRP.

2. The charges of such petitions will not automatically become part of the
IRP costs. Thiscan vary depending upon the outcome of the appeal.

Actions against the RP

Since the RP manages the resolution process, the Adjudicator can hear
petitions against the behavior of the RP. The wrongs can range from failure to
adhere to processes, to misrepresentation of factsto the creditor’s committeeon
behalf of the debtor, misrepresentation of facts to the Adjudicator on behalf of
the debtor or on behalf of the creditors or the creditors committee, fraudul ent
action on dealing with the assets of the entity. The wrongs/offences will be
specified in the Code, along with those over which the Regulator have quasi-
judicia power and those which will be adjudicated in the Courts. The Code will
also specify the board framework of penalties that will be applicable for each
of the offences.

Action by the RP against the debtor

There are two specific instances where the RP can petition the adjudicator
againgt the debtor, which has a material impact on the process flow of the
IRP. These are actions by the RP against the debtor for a lack of
cooperation of the debtor. This has often been cited as a problem by both the
judges as well as the intermediaries who negotiate the settlement between the
creditors and the debtor of defaulting entities in India. The current proposa
seeks to mitigate this problem partly by using electronic filing of
information in the information utilities. However, there will be instances
where the RP will need to seek clarifications or greater detail from the debtor,
who will always have the best information available about the entity.

If the debtor does not cooperate with the RP, the RP can file a petition to the
Adjudicator. The Adjudicator can hold a hearing with the debtor, and either
issue an order to the debtor to cooperate with the RP. If the RP does not report
that the debtor has cooperated with the RP within the specified time, the
Adjudicator can close the IRP case, withdraw the moratorium against debt
recovery and new cases filed against the entity, ban the debtor from triggering



an IRP for a specified period, and issue an order for the debtor to pay all the
costs incurred during the IRP.

The Adjudicator can also hear petitions by the RP against fraud by the debtor
entity. If the Adjudicator finds sufficient evidence of fraudulent transactions
on the part of the management, or the promoter, or the directors, it can pass
appropriate orders.

5.6.2 Appeals/Actions after the IRP

= Thefollowing of appeal s/actions that can be visualized at the end of the
IRP:

1. If the outcome is liquidation, there is a window of time when
appeals can be heard to change this outcome. The Code provides
the period of time within which the Adjudicator must finalise her
judgment on the matter. If the period of time passes without
resolution of the appeal, then the Adjudicator will automatically
pass the order of irreversibility of the Liquidation of the existing
entity.

2. There can continue to be petitions to the Regulator on failure of
the RP to adhere to processes during the IRP. These will be filed
by individuals, and may attract monetary penalty in the case of
failure of adherence to processes or collusion with one party in the
process, or crimina liability in the case of fraudulent practices
involving theft of property.

3. Actionson fraud during the IRP, with or without the collusion of
the RP. Depending upon the magnitude of the fraud, the outcome
of the IRP may be declared as voided by the adjudicator.

In the case of liquidation, the appeal must be resolved before the
time at which theliquidation isconsidered irreversible.

5.7 Penalties

The code provides for both civil and criminal liability for wrongdoing.



6 — Process for individuals

Thefocus of bankruptcy reform so far has been legd entities, i.e. firms registered under
the Companies Act, 1956 (and 2013), as well as the Limited Liability Partnership Act,
2008. However, large parts of the credit market consists of loansto individuals, and loans
to small and medium enterprises (SMES) which arein the form of sole proprietorships.
Theseenterprisesarealargeand important component of the Indian economy. According
to reports by the SMB Chamber of Commerce and the Ministry of Micro, Small and
Medium Enterprises, India currently has more than 48 million SMEs. These SMEs
contribute more than 45% of India’s industrial output, 40% of the country’s total exports
and create 1.3 million jobs every year. Indian SMEs employ close to 40% of India’s
workforce.

Indiahasaweak record on recovery of loanstoindividualsand to SMEs. Either recovery
is difficult and leads to creditors incurring losses, or recovery takes place through the
use of coercive practices which leads to debtorsincurring losses. Given the importance
of such borrowers in the economy, the Committee believes that a fresh approach to
individual bankruptcy isan important goal.

Thegoals of the process for individual insolvency and bankruptcy presented in the Code
include:

= Providing a fair and orderly process for dealing with the financia affairs of
insolventindividuals.

» Providingeffectiverelief or releasefromthefinancial liabilitiesand obligationsof
theinsolvent.

= Providing mechanismsthat enable both debtor and creditor to participate with the
least possible delay and expense.

= Providing the correct ex-anteincentives so that individualsare not ableto unfairly
strategise during the process of bankruptcy.

These goals overlap considerably with goals of the resolution for legal entities. There
are two differences. Firgt, in the bankruptcy process, where unlike a legal entity, the



6.1

Box 6.1 — Drafting instructionsfor creating a code for individuals

1. TheCodewill cover individuals and partnership firms.

2. The Code requires that the provisions and laws related to resolving bankruptcy and
insolvency for these entities must be repealed, and replaced with provisions under this
Code.

individual cannot be liquidated. Second, the Code provides for debt relief for a certain
section of debtors where the chances of recovery are so low that the cost of
resolving the insolvency would only become an additional burden to either the debtor or
the creditor or the State.

The applicability of the Code

The Committee considers the following categories of entities to whom the individual
insolvency and bankruptcy provisions shall apply:

= Sole proprietorships where the legal personality of the proprietorship is not
different from the individual who ownsit.

= Persona guarantors

* Consumer financeborrowers

e Student loan borrowers

» Credit card borrowers

* Farmers

* Micro-financeborrowers

= Partnership firms

When individuas encounter financial distress, it is likely that they are unable to make
payments to entities, such as landlords and operational creditors. It is likely that, for
small individuas, such non-financial creditors bear the costs of individua financial
distress. Jurisdictions such asthe UK allow for individuals to declare insolvency if they
cannot pay arrears with rent, utility bills, telephone bills, council tax and incometax, as
well as hire purchase agreements.

A similar question of what type of credit should be in the list of “qualifying debts” for
which an individua may seek relief under the Code. While there are difficulties in
verifying information surrounding these claims, the Committee agreed that non-financial
creditors should not be excluded, as it is likely that without resolution of debts of
non-financial creditors, insolvency resolution will not be complete.

Findly, in the existing lega framework, individuals are geographically divided across
the respective Acts, Presidency Towns Insolvency Act, 1909 (PTIA) for Calcutta, Bom-
bay and Madras and the Provincial Insolvency Act, 1920 (PIA) for the rest of India,
respectively. Thesewill need to be repeal ed.



6.2

6.3

6.3.1

Overall procedure

A sound bankruptcy and insolvency framework requires the existence of an impartial,
efficient and expeditious administration. Thisismorelikely to be possible for individua
insolvency when administrative proceedings are placed outside the court of law. As
with legd entities, what isvisualised for individualsisto enable a negotiated settlement
between creditors and debtor without active involvement of the court. The principleisto
allow greater flexibility in the repayment plans, and atime to execute the plans, that can
be acceptable to both parties. If creditors and debtors can settle on such a plan out of
court, what matters for the system is that there is a record of this settlement and that it
can affect the premium of future credit transactions. Economies across the world are
increasingly placing administrative proceedings outside of the courts. This seemsto be
anatural way forward for Indiaaswell.

The Committee proposal for an individual bankruptcy law envisages two distinct
processes ascanbeseenfromFigure6.1. Thefirstisthe“Fresh Start Order” (henceforth
referred to as FSO) is a process by which individuals with assets and income lower
than specified amounts will be eligible for a discharge from their qualifying debts (the
aggregate of which must not exceed the prescribed amount). Their debts will be
written off, giving the debtor a “fresh start”. Both the default and the FSO will be
recorded in the individual’s credit history.

The second is the “Insolvency Resolution Process” (IRP), which will involve a process
of negotiation between debtors and creditors supervised by a Resolution Professional
(RP). Theformal oversight of the process of negotiation by the RP under the shadow of
the law with no long term adversarial effects to the debtor is a critical step towards a
modern insolvency framework. If the negotiation succeeds, it will lead to a repayment
plan which the RP will execute. This gives the debtor an “earned start”. The debtor
gets a discharge but only as per the terms of the negotiation. However, if negotiations
fail, then the matter will proceed to “bankruptcy resolution process” which isled by a
Bankruptcy Trustee appointed by the Adjudicating Authority. In bankruptcy resolution,
the debtor will get adischarge from bankruptcy after a specified time.

The Committee debated on the course of action in the event of disability or death of
the debtor during any of the processes. The Committee agreed that at no point should
any external event lead to a deviation from the repayment plan as this precludes the
possibility of foul play by either party to turn the plan to their unfair advantage. The
parties may choose to purchase lifeinsurance as part of the repayment plan to provision
for such apossibility. Thisisreflectedinthe choicesdescribed in thefollowing sections.

Triggering insolvency

Who can frigger insolvency?

As with insolvency of legal entities, the Committee observes that there is no standard,
indisputable way to establish insolvency for an individual. The Code prescribes
different
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Figure 6.1: The processflow of individual insolvency

rules for who can trigger insolvency for the FSO and the IRP, and different processes on how
the trigger can be accepted in each case.

Fresh Start Order, FSO

The FSO isaprocess of discharge of the qualifying debts of the debtor if the assets and income
of a debtor are below a specified amount . Thus, debtors who have assets and income below
this specified level, and do not own their home, are eligible for an FSO. Hence, only the debtor
can file for a FSO. The proposed thresholds in the Code have been provided taking into
account the relevant data and the Central Government shall have the power to revise the
relevant assets and income test from time to time. These should ideally be increased at regular
intervals in line with inflation measured by the Consumer Price Index (CPl). The home-
ownership clause is important, because if the debtor owns a home, then this should be
available for sale, the proceeds of which can be used to repay the full (or partial) amount due
to the creditor. Further, the Code shall also specify the maximum amount of qualifying debts
for which an application can be made.

The FSO application cannot be made for debts specifically excluded from the FSO. These
include secured debts, court fines, child support payments, student loans, money owed under a
criminal charge, and debts resulting from certain personal injury claims against the debtor. All
other debts qualify for an FSO. An indicative list includes, but is not restricted to, credit card
debt, unsecured bank overdrafts and loans, unsecured loans from finance companies, credit
from money-lenders, employers, friends and family, and debts to customers who have paid for
goods or services that the debtor was unable to supply.

The debtor should not be under another FSO, or IRP prior to the application. The debtor
cannot jointly make an FSO application with a spouse (or de facto partner). Each individua
has to make an individual application.

Insolvency Resolution Process, IRP

The application for an IRP can be made both by the debtor and the creditor. The IRP
application cannot be made for debts specifically excluded from the IRP. These include court
fines, child support payments, student |oans, money owed under acriminal charge,
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Box 6.2: Drafting instructionsfor who can trigger theindividual resolution

process

1. The Fresh Start Order (FSO) Process can be triggered by the debtor by
submitting documentation specified in the Code to the Adjudicating authority.

2. The FSO cannot be made jointly with a spouse (or de facto partner). Each debtor must
make an individua application.

3. TheInsolvency Resolution Process can be triggered by either the debtor or the
creditors by submitting documentation specified in the Code to the Adjudicator.

4. The Code specifies who is a debtor or a creditor for the purposes of triggering the
insolvency resolution process (IRP).

5. The debtor should not be under another FSO, or IRP, or should not be an undischarged
bankrupt prior to the application.

6. The Code specifiesthe debtsthat qualify for resolving individual insolvency.

and debts resulting from certain persona injury claims against the debtor. All other
debts qualify for an IRP. The debtor should not be under another FSO, or IRP, or
be an undischarged bankrupt prior to the application.

What is the process for friggering insolvency?

Asthedebtor hasmoreinformation about the entity than the creditor, adebtor application
to trigger the process must include information so as to reduce the asymmetry that
the creditor has in evaluating insolvency. This requires disclosure of al information
pertinent to the insolvency. The debtor may hire an RP to help with the application. The
application must contain:

1. Alist of al debts, secured and unsecured, owed by the debtor on the date of the
application.

2. Theamount of each debt, secured and unsecured, owed by the debtor on the date
of the application.

3. Thenames of creditorsto whom each debt is owed.

4. Detailsof security (collateral) held in respect of any of the debts.

5. Other financia information w.r.t to assets and cash flow status of the debtor for
upto two years prior to the application date.

Sinceit isdifficult to verify each claim made by the debtor, shewill haveto also submit a
“Statement of Truth”, which impliesthat if any part of theinformation in the application
isfound to befraudulent, or to have been deliberately hidden, the applicant will beliable
for criminal penalties. The Adjudicator will charge a monetary penalty for a frivolous
application.

Inthe event that the creditor has evidence of default on payments, the creditor can trigger
insolvency. The creditor may appoint an RP to trigger the process.

The Committee debated on whether the criterion of “reasonable prospect” of inability to
pay debts should bevalidfor triggering legal proceedings by acreditor. On the one hand,
such a clause can help with early detection of bankruptcy and lead to saving of asset
value of debtors. On the other, ambiguity around the definition of reasonable prospect
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Box 6.3: Drafting instructionsfor triggering the I nsolvency Resolution Process

1. There are different requirements for a debtor and for a creditor to trigger the
insolvency resolution process.

2. The debtor will have to submit proof of failure to pay debts when they are due. The
application must contain

(& A list of al debts, secured and unsecured, owed by the debtor on the date of
the application.

(b) Theamount of each debt, secured and unsecured, owed by the debtor on the date of
the application.

(¢) Thenames of creditorsto whom each debt is owed.

(d) Detailsof security (collateral) held in respect of any of the debts.

(e) Other financia information w.r.t to assets and cash flow status of the debtor.

3. The debtors’ application must contain a “Statement of Truth” which implies that if any
part of the information in the application is found to be fraudulent, or to have been
deliberately hidden, the applicant will beliable for crimina penalties.

4. The application of the creditor must contain

(8 Themost recent information regarding the debtor that the creditor hasin possession

(b) Record of debts owed by the debtor to the creditor submitting the application

(c) Record of default on payments by the debtor and evidence substantiating
such default.

5. Theapplication for an FSO and IRP must be accompanied by anon-refundable fee.

can induce delays into the process. It is possible that, in situations where the bal ance of
power istilted in favour of the creditor, the clause may get used to harass debtors. The
Committee took the view, therefore, to exclude the clause. This may be allowed when
the information systems support the creditors ability to reliably support such aclaim.

The application of the creditor should contain evidence of default on payments by the
debtor that isfiled in aregistered information utility. In case the evidence is not present
in the information utility, the creditor will have to provide other relevant evidence of
default. In case of loans to individuas, especially between family and friends, it
may be difficult to mandate registration in an information utility as a prerequisite for
making an application. The hope, however, is that the ease of presenting evidence
from the records in the information utility incentivise debtors as well as creditors to
register the same voluntarily.

The application must be accompanied by a non-refundable fee to cover the costs of the
procedure.

Effect of filing an application at the Adjudicator

The application for IRP will be made to the rdevant Adjudicator. A key element in
any process is to evauate the veracity and validity of the application. However, given
that records in the case of individuals may be difficult to verify in a short span of time,
the application will only be checked for adhering to the specified format. As described
earlier, the Statement of Truth filed by the debtor will imply that if any information
in the application is found to be fraudulent, or to have been deliberately hidden, the
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Box 6.4: Drafting instructionsfor effect of filing an application at the Adju-

dicator

1. If theapplication confirmsto the required format, the Adjudicator will accepted it immedi-
ately.

2. A moratorium will commence as soon as the application is filed. This moratorium will
end once the application is accepted.

3. During this period no creditor will be permitted to take any action to recover debts or to
initiate any other legal proceedings against the debtor.

4. If theapplicant has proposed a RP the Adjudicating Authority will seek confirmation from
the Regulator within a specified period of time that the proposed RP has relevant expertise
to act asone, and that no disciplinary proceedings exist against her.

5. If the Regulator confirmsthat the proposed RP hasthe relevant expertise and that there are
no disciplinary proceedings against her, the Adjudicating Authority will appoint the RP.

6. If the application is made without an RP, the Adjudicator will request the Regulator to
appoint an RP to the case.

7. The Regulator must do so within a specified time period.

applicant will beliablefor criminal penalties.

If the application meets the format requirements, it will be accepted. A moratorium will
commence as soon as the application is filed, to avoid the possibility of action against
the debtor between the filing and acceptance of the application.

If the applicationismadewith the hel p of aRP, the Adjudicator will check the database of
the Board for any disciplinary proceedings against the RP. If there are no disciplinary
proceedings, the Adjudicating Authority will appoint the RP.

If theapplicationismadewithout thehelp of aRP, or if the Adjudicator findsdisciplinary
proceedings against the RP chosen by the debtor, the Adjudicator will request the
Board to appoint an RP to the case.

The process for acceptance of the Application

Oncean RPisappointed, the RPwill evaluate the application within aspecified period of
time. If the application is for FSO, the RP will determine if the applicant is indeed
eligible for the FSO. The RP may raise queries to the applicant of the receipt of the
application. If the application does not meet specific requirements, or if the queries of
the RP are not answered within a specified time period, the RP will recommend refusal
of the application. On receipt of the recommendation of acceptance of the application
by the RP, the Adjudicator will register the FSO or IRP as the case may be.

If at any point till the conclusion of the FSO or the IRP, the appointed RP is unable to
function in her role, the Adjudicator will record the failure and request the Board for
another RP. The details of the RP will be changed in the details of the individual
resolution case.



Box 6.5 — Drafting instructions for the acceptance of the application by the

adjudicator

1. The RPwill evaluate the application within a specified time period.

2. The RPwill present either an approval or areection report.

3. The RP may recommend refusal if the application does not meet all the specific require-
ments, or if the information provided is not satisfactory. The RP may also recommend
refusal if queriesraised are not answered within a specified time period.

4. On receipt of recommendation of acceptance by the RP, the Adjudicating authority will
accept the application within a specified period of time.

5. The Order must be communicated to the debtor as well as the creditors within a specified
time period.

6. On receipt of recommendation of refusal by the RP, the Adjudicating authority will refuse
the application within a specified period of time.

7. If the application is refused, the Adjudicating Authority will pass an Order refusing the
application. The Order will permit the debtor and creditors to file a separate application
for bankruptcy.

8. If theapplicationisrefused, the applicant will not be ableto filean FSO or an IRP asthe case
may be again in the next twelve months.

9. If at any point the appointed RP is unable, or unwilling to function in her role, another RP
may be appointed. The Adjudicator will record the failure of the origina RP and change
the details of the RP in the records of the individual resolution case.

6.4 The process after acceptance of the application
6.4.1 Moratorium period

One of the goals of having an insolvency law is to ensure the suspension of debt
collection actions by the creditors, and provide time for the debtors and creditors to
re-negotiate their contract. This requires a moratorium period in which there is no
collection or other action by creditors against debtors. The moratorium period will have
thefollowing characteristics:

1. Applicability of the moratorium The Code envisages two kinds of moratoriums.
Thefirst isthe moratorium that takes effect at the time of application as discussed
in the previous section. The second commences once the FSO or the IRP
application is accepted by the Adjudicator.

A creditor can object to the inclusion of his particular debt in the list of debts €li-
gible for the FSO within a specified time frame that falls within the moratorium
period. The RP will evaluate thisrequest. If the creditors objection is accepted by
the Adjudicating authority after investigation by the RP, that particular debt may
be struck off the list of “qualifying debts”.™

During the period of the moratorium, all creditors, including secured creditors
who may not be part of the list of “qualifying debts” for which an FSO or IRPis
sought, will not be permitted to take any action to recover debts or initiate any
other legal proceedings against the debtor. In effect, the creditor will not have any

5Asdescribed earlier, anindicativelist includes, butisnot restricted to, credit card debt, unsecured bank
overdrafts and loans, unsecured loans from finance companies, credit from money-lenders, employers,
friends and family, and debts to customers who have paid for goods or servicesthat the debtor was unable
to supply.



remedy in respect of the debt.

2. Public announcement of | RP and collection of claims
The Adjudicator will issuean order for public announcementsof the IRPregistered
for the entity, with a location where all creditors can submit any credit claims
against the entity. Thisensuresthat al creditors havethe opportunity to lodgetheir
claim into the process of resolving insolvency, and realisation during bankruptcy
proceedingsif negotiationsfail.
The claims collection announcement includes publishing the announcement of
the IRP in newspapers, and other public media. The claims will be collected and
maintained by the RP in the records of the individual resolution case.

3. Timeperiod of themoratorium
In the case of the FSO, the moratorium will remain for six months from the date
of the acceptance of the application. Thisensuresthat debt relief isnot without its
costs, as certain restrictions apply to the debtor in the moratorium period.
In the case of an IRP, it is important to ensure that the debtor is incentivised
to offer a repayment plan to the creditor. In order to ensure that incentives are
aligned, the moratorium should before a clearly defined, and fixed period of
time. The moratorium will, therefore, remain for six months or till the debtor
and creditor agree on a repayment plan, whichever is earlier. In this context, itis
presumed that the debtor does intend to make a proposal to the creditor regarding
arepayment plan, and that al negotiations have to necessarily take place within
thismoratorium period.

4. Preparation of therepayment plan
During the moratorium period, the debtor, in consultation with the RP needs to
prepare arepayment plan. The proposal should include not only the balance sheet
of the individual, but also details of how the debtor proposes to repay creditors,
and should also provide reasons why the creditors may accept the plan. In
addition, the RP should submit a report on the repayment plan, stating that
the plan is legaly valid, and has a reasonable prospect of being approved by
the creditors, and propose a date for the meeting of the creditors. The plan
and the report prepared by the RP should be submitted to the Adjudicating
Authority. In addition, this proposal should be sent to every creditor by the RP,
along with the date for the proposed meeting between the debtor and creditors.

5. Changesin theapplication
In order to ensure that there is no fraud, the debtor should be required to notify
the Adjudicator (through the RP) if she is aware of any error or omission in the
information supplied in the application for insolvency, or if there is any change
in her financial circumstances since the date on which the insolvency trigger
was made, and before the moratorium period ends. This includes information
such asanincrease inincome, or acquiring of property.

6.4.2 The process of negotiation
The goa of the IRP is to facilitate all types of repayment plans that are acceptable to

the debtor and creditors by placing the proceedings that lead to an agreement of such a
plan outside the court of law. This makes the stage of negotiation an important one in



Box 6.6: Drafting instructionsfor the moratorium period during the | RP

o O1

1.

A moratorium period will first commence from the date of application, and then a second
moratorium will commence from the date that the insolvency resolution application is
accepted. The moratorium will apply to all creditors, including those whose debt is not
part of the application.

. The moratorium period for both FSO and IRP will be six months. In the case of the IRP,

the moratorium period may end before six months if the debtor and creditor agree on a
repayment plan.

. During this period no creditor will be permitted to take any action to recover debts or to

initiate any other legal proceedings against the debtor.

. A creditor can object to the inclusion of a particular debt in the list of debts eligible for

the FSO within a specified time frame that falls within the moratorium period. The
Adjudicator will request the RP to evaluate this objection. If the creditors objection is
accepted after investigation by the RP, that particular debt may be struck off the list of
qualifying debts.

. All creditors will have the opportunity to lodge their claim into the IRP.
. The debtor will make a proposal of arepayment plan to the creditors for with the help of

an RP.

. The proposal should contain

(@) Thebaance sheet of the debtor, include assets and cash-flowsfor the past two years.
(b) A proposal with the details of the repayment plan.
(¢) Therepayment plan must include fees to be paid towards the IRP.

. The RP should prepare a report on the plan proposed by the debtor. This report should

state that the planislegally valid, and likely to be accepted by the creditors. Both the plan,
and the report should be submitted to the Adjudicating Authority, along with a proposed
date for the creditors meeting.

. The proposed repayment plan should also be sent to the creditors by the RP.
10.

The debtor will be required to notify the Adjudicating Authority if she becomes aware of
any error or omission in the information supplied in her application for insolvency, or if
there is any change in her financial circumstances since the date on which the
insolvency trigger was made, and before the moratorium period ends.
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the insolvency process.

Once the repayment plan has been lodged with the Adjudicating Authority and sent
to al creditors, the latter will be summoned to a meeting. The details of the creditor
meeting, including the names of creditor, the name of the debtor and the location of the
meeting must be placed in the records of the resolution case. Secured creditors may
choose to not be a part of the meeting.

In the case of negotiations between an individual debtor and creditors, it is possible that
the balance of power tilts in favour of the creditor. The creditor may threaten the debtor
with acourt-led bankruptcy unless she refusesto part with essential items of livelihood.
To avoid such an event, the Committee agreed that the meeting should be conducted
in accordance with rules specified by the Code. This should include documentation of
alist of debts, income and assets that cannot be claimed through negotiations, unless
voluntarily offered by the debtor. These include necessary clothing and household items,
tools of trade to an indexed amount, financial assets in pension and provident funds
(below a specified amount), and child support payments. The debtor aso has to be
present at the meeting. The creditors may propose modifications, but these can become
part of the repayment plan only on the consent of the debtor.

The final arrangement has to have a mgjority vote of creditors with 75% in value.
Creditors absent at the meeting will have to accept the decision of those present. If
the secured creditor choosesto votein the creditors meeting, shewill haveto give up her
right to enforce security during the period of the repayment plan. She will then be
bound by the terms of the repayment plan. If the secured creditor choosesto not votein
the creditors meeting, the final arrangement cannot affect theright of a secured creditor
to appropriate or enforce her security, unless the secured creditor consentsto the same.
The repayment plan must include fees to be paid towards the IRP. Once a decision on
the repayment plan has been made, the same must be reported to the Adjudicator.

The entire process of negotiation should be concluded within the moratorium period of
six months. In the event of the death of the debtor during the period of negotiations, the
legal representative of the debtor may assume responsibility for the same.

Onceaconsensushasbeenreached, the Adjudicator should accept the agreement without
any modification, and givethe stamp of approva which will give effect to the agreement.
Failureto reach aconsensus, or refusal by the next-of-kin to participatein the negotiation
process will lead to the failure of the IRP.

Implementation of the repayment plan

A critical feature of orderly resolution is the actual implementation of the repayment
plan agreed to by both the debtor and creditors. This requires an impartia authority
to oversee the process of repayment, either through the sale of assets, or through the
transfer of part of future income of the debtor to creditors. The terms of the agreement
will bind all parties affected by it.

The parties concerned may choose to continue with the same RP, or appoint a new RP



Box 6.7: Drafting instructionsfor the process of negotiation

1. The repayment plan proposal should be sent to all creditors, and al creditors should be
summoned to a creditors meeting.

2. Thedetailsof the creditor meeting, including the names of creditor, the name of the debtor
and the location of the meeting will be recorded in the resolution case.

3. The proposal may be modified, but the final proposal must have full consent of the debtor.

4. The Code shall specify the rules of negotiation which will include alist of debts, income
and assets that cannot be claimed through negotiations, unless voluntarily offered by the
debtor.

5. If the secured creditor chooses to vote in the creditors meeting, she will give up her right
to enforce security during the period of the repayment plan and will be bound by theterms
of the repayment plan.

6. If the secured creditor chooses to not vote in the creditors meeting, the final arrangement
will not affect rights of secured creditors without her consent.

7. Thefinal decision will be reported to the debtor, creditors and the Adjudicator. It should
contain

(a) Therepayment plan, or the failure to agree to arepayment plan

(b) Theresolutionsthat were discussed at the meeting and the decision on such resolu-
tions

(c) Listof creditorswhowerepresent (or represented) at themeeting and their respective
voting records

8. The Adjudicating Authority will pass a written Order on the basis of the final decision
reported.

9. The entire process of negotiation should take place within the moratorium period of six
months.

to oversee the implementation of the plan. The time-frame for the implementation will
be a function of the terms of agreement of the plan. However, the terms of agreement
of the plan will prohibit creditors from taking any action against the debtor, except as
agreed in the plan. If the debtor isfound in violation of the agreement in the repayment
plan, the Adjudicator may revokethe voluntary agreement.

If the debtor becomes disabled during the implementation of the plan, the debtor and
creditors may once again re-negotiate on a new plan. If the debtor dies during the
implementation of the plan, then the legal representative of the debtor can choose to
continue with the repayment plan, or request for an Adjudicator led bankruptcy process
which will lead to the sale of the deceased debtors assets up to the value of debt owed
to creditors at that point in time. This ensures that the next-of-kin continues to bear
the cost either through period cash flow payments to creditors, or some loss of
inheritance through the sale of the debtors assets.

Once al the repayments have been made, the RP should send a notice to the effect to
both the Adjudicating Authority, aswell as all persons who are bound by the repayment
plan. If the repayment plan comes to an end prematurely, i.e. before all repayments
have been made, the RP should notify the Adjudicating Authority of the same. The
Adjudicating Authority should then passan order stating that the IRP was not compl eted,
and the debtor or the creditors may apply for bankruptcy.



Box 6.8: Draftinginstructionsfor implementing therepayment plan

1. Once the repayment plan is lodged with the Adjudicator, the terms of the agreement will
bind all parties affected by it.

2. The parties concerned may choose to continue with the same RP, or appoint a new RP to
oversee the implementation of the plan.

3. Thetime-frame for the implementation will be defined in the terms of agreement of the
plan.

4. Theterms of agreement of the plan will prohibit creditors from taking any action against
the debtor, except as agreed in the plan.

5. If thedebtor isfound in violation of the agreement in the repayment plan, the Adjudicator
may revoke the voluntary agreement.

6. If the debtor becomes disabled during the implementation of the plan, the debtor and
creditors may once again re-negotiate on anew plan.

7. If the debtor dies during the implementation of the plan, then the legal representative of
the debtor can choose to continue with the repayment plan, or request for an Adjudicator
led bankruptcy process which will lead to the sale of the deceased debtors assets up to
the value of debt owed to creditors at that point in time.

8. Once al the repayments have been made, the RP will send a notice to the effect to both
the Adjudicating Authority, aswell asall persons who are bound by the repayment plan.

9. If the repayment plan comes to an end prematurely, i.e. before all repayments have been
made, the RP will notify the Adjudicating Authority of the same. The Adjudicating
Authority will then pass an order stating that the IRP was not completed, and the debtor
or the creditors may apply for bankruptcy.

6.4.4 Restrictions on the debtor

6.4.5

For the processes under the Code for individuals to be effective, it is imperative that
there are restrictions on what actions the debtor can undertake during the fresh start
process. The restrictions also serve to incentivise debtors to manage debts such that
they minimise the possibility of an insolvency. Such restriction are not imposed on the
debtor under the insolvency resolution process, as this process is for bonafide
negotiations between the debtor and the creditors for the purposes of repayment of debt
by the debtor.

The Code will specify restrictions on the debtor from the period of acceptance of
application till the debtor is awarded a “fresh start” (at the end of the fresh start
process). Specificaly, the debtor will not be able to participate as a director of any
company, will have to inform other trading partners that she is undergoing such
process, will have to make al assets, and financial statements available, including
those of associated entities such as companies and trusts to the RP. The debtor will
have to inform any potential lender about the pending process before borrowing
fresh amounts. The debtor will not be permitted to travel overseas without the
permission of the Adjudicating Authority.

Replacement of the resolution professional

Asthe RP plays akey rolein the life-cycle of the insolvency resolution process - from
the timeof the acceptance of theapplication, the design and agreement of the repayment
plan, to the final execution of the plan, it is possible that unfair conduct of the RP
jeopardises the interests of either party. If the debtor or the creditor have the
ability to request for a replacement of a RP, then this serves as another deterrent to
bad behaviour. The Code, therefore, allows for both the debtor and the creditor to
apply to the Adjudicating Authority requesting for replacing the RP. The Code will



6.5

specify the grounds on which

Box 6.9: Draftinginstructionsfor restrictions on the debtor

1. The Code will specify restrictions on the debtor till the debtor is awarded a fresh start.
2. Theregtrictionswill include:
(a) Thedebtor will not be permitted to dispose assets.
(b) Thedebtor will haveto specify to other trading partnersthat the debtor isunder the
process of the FSO.
(c) Thedebtor will haveto inform all parties about the on-going FSO before entering
commercial or financial transactions.
(d) Thedebtor will haveto makeall assets, and financial statementsavailable, including
those of associated entities such as companies and trusts.
(e) Thedebtor will not be permitted to travel without the permission of the Adjudicating
Authority.

Box — 6.10 — Drafting instructionsfor replacement of the insolvency professional

1. Thedebtor or creditor may apply tothe Adjudicating Authority requesting the
replacement of the RP.

2. The Codewill specify the grounds on which such an application may be made.

3. In addition, the creditors may request for a different RP for the implementation of
the repayment plan.

4. TheAdjudicating Authority must formaprima facie opinion onwhether to accept or
reject the application within a specified time frame.

5. If the Adjudicating Authority acceptsthe application, it should check the basic
credentials of the proposed RP with the Board.

6. The Board should send a response to the Adjudicating Authority recommending or
rejecting the appointment of the proposed RP within a specified time period.

7. On the receipt of the recommendation approving the appointment of the RP from
the Board, the Adjudicating Authority should appoint the new RP.

8. TheBoard should commence an enforcement action if the replacement was requested
on grounds that the RP was not performing as per the code of conduct.

9. If, however, the Board finds that the request for replacement was made with an intent
to defraud or to delay the IRP, the applicant may be directed to compensate the RP.

areplacement can be requested, and the procedure to be followed by the Adjudicating
Authority and the Board for finding a replacement.

Bankruptcy proceedings

It is widely recognised that the bankruptcy process must be strengthened as part of
ensuring a robust legal framework. The Committee recommended that once the
bankruptcy process has started, it should be established as irreversible as quickly as
possible, and be concluded in as short a time as is reasonably possible. One way to
ensure thisis to provide as much clarity about the steps of bankruptcy asis possiblein
the design of the relevant provisions of the Code. These are discussed in the following
sections.



6.5.1 Bankruptcy application

The process flow drawn by the Committee envisages an Adjudicator-led bankruptcy
procedure in the event of failure of the IRP. This faillure could be at the time of the
application, at the time of negotiations around the repayment plan, or at the time of
the actual implementation of the repayment plan. There are two differences w.r.t legal
entities. First, there is no provision for a fast-track IRP to bankruptcy. Second, the
failure of IRP does not lead to automatic bankruptcy - it only makes it possible for
either the debtor or creditor to make a separate application for bankruptcy. This is
because the Committee believed that in the case of individua insolvency, there should
be greater effort at the possibility of voluntary negotiations such that personal assets of
the debtor remain with her to the extent possible. The stigma of bankruptcy is higher
for individuals, hence failure of an IRP should not automatically lead to bankruptcy
proceedings. The Code describes three ways in which bankruptcy can be triggered for
individuals:

1. By the failure of the acceptance of the application of the IRP by the
Adjudicating Authority-
If at the time of application the IRP isreected by the Adjudicating Authority due
to the non disclosure of information requested by the RP, or if the application was
made with the intention to defraud creditors or the RP, the creditors can trigger a
bankruptcy.

2. By thefailureof negotiationsduring the IRP.

If the process of negotiation of an on-going IRPfails, or if the IRP cannot conclude
with a plan within a specified time period, either the debtor or the creditor can
apply for abankruptcy.

3. By thefailure of adherence to terms agreed to in negotiationsin a previous

IRP.

Creditors can also apply for bankruptcy when the debtor failed on termsthat were
part of the solution of aprevious IRP. Here, the main objectiveisto minimisethe
timeto bankruptcy and maximise vaue. Such an applicationispermitted if thisis
triggered within areasonable period of the previous IRP having been resolved.

Once a bankruptcy petition is filed, it cannot be withdrawn without the leave of the
Adjudicating Authority.

6.5.2 Effect of the application

There is likely to be a period of time between the application of bankruptcy and the
acceptance of the application. This makes it important to have provisions for amorato-
rium period even before the application has been accepted. Thisisalso the period where
a professional playing the role of a “bankruptcy trustee” needs to be appointed. The
Committee proposes a moratorium period at the time of the application and also makes
recommendations regarding the appointment of the bankruptcy trustee.

6.5.3 Effect of the bankruptcy order

Oncethe bankruptcy order is passed, the estate of the bankrupt will vest with the Trustee,
and become divisible among the creditors. To expedite the process of the sale of assets,



Box 6.11: Draftinginstructionsfor triggering bankruptcy

1. Therearethreereasonsto trigger bankruptcy:
(a) Failureby thedebtor or creditor to get the | RP application accepted by the
Adjudicating Authority
The failure can be due to the non disclosure of information requested by the RP, or
if the application was made with the intention to defraud creditors or the RP.
(b) Failureby creditorsand debtorsto negotiate a solution in an ongoing IRP.
Thefailure can be either an explicit failure to agree on asol ution, or that the ongoing
IRP has hit the time limit permitted in the Code.
(c) Application by financial creditorsfor a bankruptcy on afailureto adhereto
terms solution of a previousIRP.
The previous |RP should have been resolved within a reasonable time as specified
in regulations issued by the IRB from time to time from the application to trigger
bankruptcy.
2. The application may be made by creditors of the debtor (singly or jointly with other
creditors), or by the debtor.

3. If the debtor has deceased at the time of the bankruptcy application, the notice should be
served to the legal representative of the deceased debtor.

4, The applicant may nominate a resolution professional as the bankruptcy trustee for the
purposes of the bankruptcy application.

5. The application of the debtor must include:
(a) Proof of application of the IRP.
(b) Therecords of the IRP, and the proof of failure of the IRP.
(c) The order passed by the Adjudicating Authority allowing for the application of
bankruptcy
(d) Particulars of the creditors of the debtor
(e) Particulars of debts owed to the creditors
(f) Particularsof securities held in respect of the debt
(9) Audited statement of list of assetsand list of liabilities of the debtor
(h) Information of the debtor

6. The application of the creditor must include:

(@) Records of the previous IRP, and the negotiation solution

(b) The order passed by the Adjudicating Authority allowing for the application of
bankruptcy

(c) Detailsof thedebtsowed by thedebtor tothecreditor asonthe date of the bankruptcy
application

(d) Information about the individual that is necessary to complete the bankruptcy
application

(e) If the applicant is a secured creditor, she should provide a statement that she is
willing, in the event of a bankruptcy order being made, to give up his security for
the benefit of all the creditors of the bankrupt, or that the application is made only
in respect to the unsecured part of the debt.

(f) If the secured creditor makes an application only in respect to the unsecured part of
the debt, then she should provide an estimated val ue of the unsecured part of the
debt.

7. Thebankruptcy application must be submitted al ong with aprescribed non-refundablefee.




Box 6.12: Drafting instructionsfor the effect of filing of application

1. A moratorium will commence as soon as the application for bankruptcy is filed. This
moratorium will end once the application is accepted.

2. During this period no creditor will be permitted to take any action to recover debts or to
initiate any other legal proceedings against the debtor.

3. If theapplicant has proposed abankruptcy trustee the Adjudicating Authority will seek con-
firmation from the Board within a specified period of time that the proposed bankruptcy
trustee has relevant expertise to act as one, and that no disciplinary proceedings exist
against her.

4. If the Board confirms that the proposed bankruptcy trustee has the relevant expertise
and that there are no disciplinary proceedings against her, the Adjudicating Authority will
appoint the bankruptcy trustee.

5. If the application is made without a bankruptcy trustee the Adjudicator will request the
Board to appoint an RP to the case. The Board must do so within a specified time
period.

6. TheAdjudication Authority should passabankruptcy order within aspecified time period
of receiving the confirmation from the Board regarding the bankruptcy trustee.

7. The order should provide for the appointment of the bankruptcy trustee. The Trustee can
be changed during the process of bankruptcy.

8. The Code will provide provisions on resignation, replacement or vacancy in the office of
the Trustee.

9. A copy of the order should be sent to the debtor as well as the creditors.

the following steps need to be taken:

1.

Estate of the trust The Code will enumerate on what constitutes the estate of
the bankrupt. Thisisimportant so asto provide clarity on al that is available for
realisation in the process of bankruptcy.

Statement of affairs The bankrupt will be required to submit his statement of
affairsto the bankruptcy trustee within aspecified time period from the bankruptcy
commencement date. The statement of affairs should provide information on the
creditors of the debtor, the debts, assets and liabilities, and other information as
may be necessary.

Noticeinviting claimsfrom creditors

The bankruptcy proceedings should give an opportunity to all creditors to lodge
their claims. This involves dispatching notices to all the creditors listed in the
application, as well as putting up a public notice giving details of the bankruptcy
order for those creditors who may have been missed in the application.
Registration of claimsand final list of creditors

Thecreditorswill berequired to register their claimswith the bankruptcy trusteein
aspecified format within a specified period of time. Secured creditorswho realise
their security will have to prove the balance due after deducting the net amount
realised. They can provethewhole claim if they surrender the security to the trust.
Once the date for registration of claims has passed, the bankruptcy trustee should
prepare afina list of creditors of the bankrupt, also within a specified period of
time.

Meeting of creditors

Onceafinal list of creditors has been made, all the creditors should be summoned
for a creditors meeting. The meeting notice should be issued within a specified



Box 6.13: Draftinginstructionsfor effect of the bankruptcy order.

1. The Code will enumerate on what constitutes the estate of the bankrupt.
2. The bankrupt will be required to submit his statement of affairs to the bankruptcy trustee
within aspecified time period from the bankruptcy commencement date. The statement of
affairs should provide information on

(a) creditorsof the debtor

(b) debtsowed to the creditors

(c) property owned by the debtor and hisimmediate family

(d) books of accounts of the debtor

(e) legal proceedings pending against her or her immediate family, to his knowledge.
The bankruptcy trustee will dispatch noticesto all the creditors listed in the application.

4. The bankruptcy trustee will put a public notice giving details of the bankruptcy order for
those creditors who may have been missed in the application.

5. The creditors will be required to register their claims with the bankruptcy trustee in a
specified format within a specified period of time.

6. Secured creditors who realise their security will have to prove the balance due after
deducting the net amount realised. They can prove the whole claim if they surrender the
security to the trust.

7. The bankruptcy trustee will prepare a final list of creditors of the bankrupt within a
specified period of time.

8. The bankruptcy trustee will summon the creditors for a creditors meeting. The meeting
notice should be issued within a specified period of time from the date of the bankruptcy
order.

9. All creditors summoned to the meeting (or their proxies) will be entitled to votein respect
of the resolutionsin the meeting.

10. Voteswill becalculated according to the value of debt owed to the creditor at the bankruptcy
commencement date.

11. A creditor who isamember of the immediate family or who is an associate, of the bankrupt
will not be entitled to vote.

had

period of time from the date of the bankruptcy order. All creditors summoned to
the meeting (or their proxies) will be entitled to votein respect of the resolutions
in the meeting. Votes will be calculated according to the value of debt owed to
the creditor at the bankruptcy commencement date. Since the vote of the
immediate family members or associates of the bankrupt may be biased, such a
creditor will not be entitled to vote.

6.5.4 Restrictions on the bankrupt

6.5.5

For the process of bankruptcy to be effective, it isimperative that there are restrictions
on what actions the bankrupt can undertake and that she is dso subject to certain
disqudifications, from the date of acceptance of the gpplication for bankruptcy till the
passing of the discharge order. The restrictions / disqualifications are of a nature similar
to the restrictions as enumerated for the fresh start process.

Functions of the Trustee

In being appointed by the Adjudicator, the Trustee is vested with the rights and powers
that the debtor would have had if she had not become bankrupt. In addition, the
Trustee has recovery powers that the debtor would not have. Any property of the debtor
automatically vestsinthe Trustee, whoisnot required to takeany action for this ’vesting’



6.5.6

Box 6.14: Drafting instructionsfor restrictionson the bankrupt

1. The Code will specify restrictions on the bankrupt from the date of the bankruptcy
commencement. The bankrupt will:

(a) not be permitted to be adirector of any company, or directly or indirectly take part
in or be concerned in the promotion, formation or management of a company

(b) be required to inform his business partners that he is undergoing a bankruptcy
process

(c) priorto entering into any financial or commercial transaction of apre-scribed value,
either individually or jointly, inform all the partiesinvolved that he is undergoing a
bankruptcy process

(d) beincompetent to maintain any action, other than an action for damagesin respect of
aninjury to hisperson, without the previous sanction of the Adjudicating Authority

(e) be permitted to travel overseas only with the permission of the Adjudicating Au-
thority

to occur.

The function of the Trustee is to preserve and protect the value of the assets until a
formal order of bankruptcy is passed, at which time the Trustee has to maximise the
valuein sale. In undertaking thisrole, the Trustee verifies al claims made on the assets
of the debtor. The full list of claims needs to be identified and verified, so that any
recovery can be made to these creditors in all fairness. The Trustee may investigate
the affairs of the debtor, admit debts, examine the debtor, and identify the assets of the
debtor that are available for realisation under bankruptcy. Finally, the Trustee may sell
assets of the debtor.

Assets in bankruptcy

The Committee debated what assets of the individual must be available for realisation
in bankruptcy, who will control the sale of the assets — whether the sale has to be done
by the Trustee, or whether the secured creditor can take charge instead — and to whom
the value can be paid out. Assets acquired by the bankrupt, or devolved to the bankrupt,
after the commencement of the insolvency process and before discharge will also vest
in the Trustee when they are acquired. Items held in trust, or loaned to the bankrupt do
not vest inthe Trustee.

The Trustee will usually invite the co-owner of the property (usually the family home)
to either buy the bankrupt’s interest or join in selling the property. If the co-owner will
not cooperate with the Trustee or they cannot agree on a satisfactory arrangement, the
Trustee can force the sale of joint property. In that case, however, the Trustee will share
the surplus with the non-bankrupt co-owner on the basis of the lega entitlement as
shown on thetitle deed.

Therewasclarity that thefoll owing unencumbered assetsmust be kept out of bankruptcy:



Box 6.15: Draftinginstructionsfor functionsand rightsof the Trustee

(@)
(b)
(©

()
(b)
()
(d)
(e)
)
(2

(a)
(b)
(©
(d)

(e)

®

1. Theestate of the bankrupt shall vest in the bankruptcy trustee immediately onthe
appointment of the trustee
2. TheTrustee will havethe following functions:

Investigate the affairs of the bankrupt
Realise the estate of the bankrupt
Distribute the estate of the bankrupt

3. TheTrustee will have theright to:

Hold property of every description,

Make contracts,

Sue and be sued,

Enter into engagements binding on himself and, in respect of the bankrupt’s estate
Employ an agent

Execute any power of attorney, deed or other instrument,

Doany other act whichisnecessary or expedient for the purposesof or inconnection
with the exercise of those powers.

4. The Trustee will have the power to:

sell any part of the estate of the bankrupt

give receipts for any money received by him

prove, rank, claim and draw adividend in respect of such debts due to the bankrupt
asare comprised in her estate

exercise the right of redemption in respect of any property of the bankruptcy held
by any person by way of pledge or hypothecation.

exercise the right to transfer the property of the bankrupt which is transferable in
the books of a person to the same extent as the bankrupt might have exercised it if
she had not become bankrupt.

deal with any property comprised intheestate of the bankrupt to which the bankrupt
isbeneficialy entitled in the same manner as the bankrupt might have dealt withit.

5. The Code will specify actions that will require creditors approval before the Trustee can
act on them.




Box 6.16: Drafting instructionsfor the assetsrealisablein bankruptcy

1. All assets owned by the bankrupt can be used in realising value.

2. Assets acquired by the bankrupt, or devolved to the bankrupt after the commencement

of the insolvency process and before discharge will also vest with the Trustee when

they are acquired.

Items held in trust, or loaned to the bankrupt do not vest in the Trustee.

4. Thefollowing assetswill be exempted:

(a) Assetsheld ascollatera to certain financial market institutions.

(b) Necessary clothing and household items.

(c) Toolsof tradeto an indexed amount.

(d) Financial assets(andinterest earned onthefinancial assets) inpensionand provident
funds (up to a specified amount).

(e) Any right to recover damages or compensation for personal injury or wrong doing
or in respect of the death of the spouse or member of family of the debtor.

() Thedwelling unit (family home) of the bankrupt (up to a specified amount).

(g) Fundsearmarked for maintenance of children, spouse and elderly parents.

5. TheTrusteewill invite the co-owner of the property to either buy the bankrupt’s interest or
joinin selling the property. The Trustee can, however, force the sale of joint property if
the co-owner chooses to not co-operate.

6. Inthat case, however, the Trustee will share the surplus with the non-bankrupt co-owner
on the basis of the legal entitlement as shown on thetitle deed.

bt

1. Assets held as collateral to certain financial market institutions subject to
protection available regarding secured assets (such as clearing corporations or
similar financial transactionsto either creditors or non-creditors).

Necessary clothing and household items

Toolsof trade to an indexed amount,

Financial assetsin pension and provident funds (under an specified amount)

Any right to recover damages or compensation for personal injury or wrong doing
or in respect of the death of the spouse or member of family of the debtor.

The dwelling unit (family home) of the bankrupt (up to a specified amount)

7. Funds earmarked for maintenance of children, spouse and elderly parents.
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6.5.7 Administration of the estate

Administration and distribution of the estate of the bankruptcy are critica elements
of the bankruptcy procedure. There are severa transactions that can compromise the
process. For example, disposition of property by the bankrupt, or onerous property such
as unprofitable contracts, or property that may actually give rise to a liability to the
estate may lead to fewer realisable assets to the detriment of the creditors.

Therewas additional discussion around the recoveries of wrongful or fraudulent trading
or unauthorised use of capital. The Committee recommended that all transactions
undertaken during a specified time period prior to the application of the
bankruptcy should be scrutinised for any evidence of such fraudulent practices.
From the start of the IRP, the RP who is managing the relevant process is
responsible for scrutinising and verifying that the reported transactions are vaid
and central to the running of the business. Those that can be classified as fraudulent
and/or unauthorised will become evidence in a case of



6.5.8

Box 6.17: Drafting instructionsfor administration of the estate

1. The Code will specify provisionsrelated to the following
(a) Restrictionson disposition of property
(b) Treatment of after acquired property
(c) Treatment of onerous property
(d) Disclaimer of leaseholds
(e) Challenge against disclaimed property
(f) Treatment of transactions at an undervalue
(g) Treatment of transactions giving preference
(h) Bonafidepurchasers
(i) Treatment of extortionate credit transactions
(j) Treatment of contracts
(k) Administration of the estate of a deceased debtor

alleged fraud made to include such assets as part of the estate of the insolvent, through
an order of the court. During the bankruptcy phase, the Code will give the Trustee
the power to file lawsuits to recover lost value by canceling those transactions where
they are able to, or to recover vaue from the accused party. These are referred to as
vulnerable transactions, carried out in the lead up to, and during, insolvency resolution
aswel| as after bankruptcy.

Some jurisdictions set such recoveries aside for payment to the secured creditors. Given
the extent of equity financingin India, al recoveriesfrom such transactionswill become
the property of the enterprise, and so will be distributed as described within the waterfall
of liabilities. Also particular to Indian conditions are transactions made in relation
to marriage. It was recommended that vulnerable transactions may include the case
of a settlement made in consideration of marriage where the settlor is not at the time
of making the settlement able to pay al his debts without the aid of the property
comprised in the settlement and it appears to the Adjudicator that the settlement,
covenant or contract was made in order to defeat or delay creditors, or was unjustifiable
having regard to the state of the settlor’s affairs at the time when it was made.

The Code will specify provisionsrelated to al such transactions.

Priority of payout

The Committee debated on the waterfal of liabilities that should hold in bankruptcy in
the new Code. In order to uphold the objectives of preserving the rights of creditorsin
bankruptcy, the Committee agreed that the optimal waterfall should be asfollows:

1. Costs and expenses incurred by the bankruptcy trustee for the bankruptcy
Process.
2. The second priority will beto
(@ Secured creditors.
(b) Workmen dues for the period of three months prior to the date of the
bankruptcy commencement
3.Employee dues for the period of three months prior to the date of the
bankruptcy commencement.



Box 6.18 — Drafting instructionsfor the distribution of proceedsin bankruptcy

The optimal waterfall should be asfollows:
1. Costsand expensesincurred by the bankruptcy trustee for the bankruptcy process.
2. Thesecond priority will beto

(8 Secured creditors,

(b) Workmen dues for the period of three months prior to the date of the bankruptcy
commencement.

3. Employee wages and unpaid dues for the period of three months prior to the date of the
bankruptcy commencement
4. Thenext priority will beto

(@) amounts due to the Central and State Government in respect of the whole or any part of
two years before the bankruptcy commencement date.

(b) dues payable to workmen of the bankrupt for whole or any part of the nine month period
beginning from twelve months before the bankruptcy commencement date and ending
three months before the bankruptcy commencement date;

(c) wages and unpaid dues payable to employees of the bankrupt for whole or any part of
the three month period beginning from six months before the bankruptcy
commencement date and ending three months before the bankruptcy commencement
date

5. Lastly al other debts payable by the bankrupt.

6. Debtsof the same classwill rank equally between themselves

7. Any surplus remaining after the payment of the debtswill be applied in paying interest on those
debts in respect of the periods during which they have been outstanding since the bankruptcy
commencement date.

8. Interest paymentswill rank equally irrespective of the nature of the debt.

6.5.9

3. The next priority will beto

(@ Amounts dueto the Central and State Government in respect of the whole or
any part of two years before the bankruptcy commencement date.

(b) dues payable to workmen of the bankrupt for whole or any part of the period
beginning from twelve months before the bankruptcy commencement date
and ending three months before the bankruptcy commencement date;

(c) dues payable to employees of the bankrupt for whole or any part of
the period beginning from six months before the bankruptcy commencement
date and ending three months before the bankruptcy commencement date.

4. lastly, all other debts owed by the bankrupt, including unsecured debts.

Rules to close bankruptcy

When the Trustee has reaised all of the bankrupt’s estate, or is of the view that the
costs of realising additional amounts outweigh benefits, the Trusteewill give anotice of
closing the bankruptcy to the Adjudicating authority. The noticewill proposeafinal date
by which all the claims against the bankrupt will be closed off. The Trustee will defray
any outstanding expense of the bankruptcy out of the bankrupt’s estate. Any surplus
amount will belong to the bankrupt.

The Trustee will also propose a final meeting with all creditors in which, the Trustee
all creditors will receive areport of the administration of the bankrupt’s estate. At this
point, the Trustee will be released from duty, and the bankruptcy will cometo aclose.




Box 6.19: Drafting instructionsfor the close of bankruptcy

1. After the Trustee hasrealised al of the bankrupt’s estate, she will give anotice
(a) of her intention to declare afinal dividend or
(b) informthat no further dividend will be declared
2. The notice will propose afinal date by which al the claims against the bankrupt will be
closed off.
3. After thefinal date the Trustee will
(a) defray any outstanding expenses of the bankruptcy out of the estate of the bankrupt
(b) declare and distributethat dividend
4. All creditorswill receive areport of the administration of the bankrupt’s estate
5. If asurplus remains after payment in full and with interest of all the creditors of the
bankrupt and the payment of the expenses of the bankruptcy, the bankrupt will be entitled
to the surplus
6. The Trustee will be released from duty, and the bankruptcy will cometo aclose.

1. The Adjudicating Authority may annul a bankruptcy order if it appears that
(@) onany ground existing at the time the bankruptcy order was made, the bankruptcy
order ought not to have been made
(b) both the debts and the expenses of the bankruptcy have al, since the making of
the bankruptcy order, either been paid or secured for to the satisfaction of the
Adjudicating Authority
2. If the bankruptcy isannulled, any action duly taken by the bankruptcy trusteein the process
of bankruptcy will be valid except that the property of the bankrupt will vestinaindividual
appointed by the Adjudicating Authority or revert to the bankrupt on terms stated by the
Adjudicating Authority.
3. The Adjudicating Authority must notify the following of the annulment
(a) theBoard;
(b) theinsolvency professional agency
4. Anannulment will bind all the creditors so far asit relates to any debts due to them which
forms a part of the bankruptcy debts.

6.5.10 Annulment

An annulment is the cancellation of the bankruptcy and reinstatement of the affairs of
the debtor asif no bankruptcy had occurred. The Adjudicating Authority may annul a
bankruptcy order if it appears that the order should actually not have been made, or if
all the debts have been paid since the making of the order. Annulment is an important
clause as the record of the bankruptcy forever stays on the record of the debtor. If there
isreason to believethat the bankruptcy order should not have been made, then the debtor
should not have to go through the entire process.

6.6 Discharge

Discharge relates to the relief offered to the debtor. The world has adopted one of two
measures - an “carned” start where the duration of the repayment plan lasts for between
threeto seven years. Thisisthe system prevalent in most European countries. The other
isthat of a“fresh” start where debt relief is granted with a year. In the US, fresh start



6.6.1

6.6.2

6.6.3

Box 6.21: Draftinginstructionsfor discharge

1. When the moratorium period ends and an FSO is issued, the debtor is discharged from
all debt specified in the Order. The record will permanently stay on the credit history of
the debtor.

2. The discharge under the IRP will be granted in accordance with the repayment plan. It
is possible that discharge is granted before full repayment, as negotiated in the plan, is
complete. The successful IRP will be recorded in the credit history of the debtor and will
permanently stay.

3. The debtor will be granted a “discharge from bankruptcy” at the end of one year. This
record will stay on the credit history permanently.

4. The bankruptcy procedure may continue. The discharged bankrupt will be required to
co-operate with the relevant authority to conclude the bankruptcy process.

5. Thedischarge does not release the debtor from liabilities specified by the Code.

underlies the policy of small-business insolvency legidation. The UK has also moved
towards a system of discharge within twelve months. The choice for India seems to be
a combination of debt relief and earned relief given the design of two procedures: the
FSO and the IRP.

FSO

The debtor will get discharge from her qualifying debts at the end of the moratorium
period. The Adjudicating authority will issue an Order which will discharge the debtor
from all the debt specified in the Order. This would aso include al the interest and
penalties that may have become payable since the date of application of the FSO. The
record will remain permanently on the credit history of the debtor.

IRP

The discharge under the IRP will be granted in accordance with the repayment plan. It
is possible that discharge is granted before full repayment, as negotiated in the plan,
is complete. The debtor will be required to co-operate with the relevant authority to
conclude the repayment process. The successful IRP will be permanently recorded in
the credit history of the debtor.

Bankruptcy

In the case of an Adjudicator-led bankruptcy, the debtor will be granted a “discharge
from bankruptcy” at the end of one year from the date of being adjudged a “bankrupt”
i.e the bankruptcy order. This record will stay on the credit history permanently. The
bankruptcy proceedings may continue. The discharged bankrupt will be required to co-
operate with the relevant authority to conclude the bankruptcy process. The
discharge does not release the debtor from any liability in respect of afine imposed,
or liability to pay damages from negligence, nuisance or breach of a statutory,
contractual or other duty.



6.7 Offences

In disputes regarding insolvency, howsoever settled or disposed, the debtor stands in
a position of strength with regard to information of assets held by him. All known
creditors put together may not be able to obtain afull picture of revenue flows and assets
over which the debtor has a beneficial control or exercises a power over its disposition.
This information asymmetry has, at least in part, attempted to be restored by creating
provisionsin the law that capture all possible violations that an insolvent may engineer
or commit to maintain opacity over his assets and deny creditors’ access to assets that
legally fall within the ownership of the insolvent or over which it exercises a power of
disposition.

An individua is not guilty of the offence if he proves that, at the time of the conduct
constituting the offence, he had no intent to defraud. The indicative list of offences by
an insolvent debtor /bankrupt may be of three kinds:

1. Fraud

(8) Fraudulent disposal of property i.e. makesor causesto bemade or caused to
be made, any gift or transfer of, or any charge on his property.

(b) Making a false representation or omits material information in the
application.

2. Absconding

(8 Absconding which carries the meaning of the bankrupt who leaves in the
6 months before petition, or in the initial period, or attempts or makes
preparations to leave the country.

3. Malpractice

() Bankrupt attempts to account for any part of her property by fictitious
losses or expenses.

(b) Non-disclosure of all the property comprised in his estate or disposal of any
such property.

(c) Contravention of the restrictions or disqualifications imposed on the debtor.

(d) Conceament of property i.e. when an insolvent conceals any debt dueto or
from him or conceals any property.

(e) Concealment of books and papers, fasification - does not deiver
possession to the Trustee or conceals destroys, mutilates or falsifies,
books, papers and other records of which he has possession or control
and which relate to his estate or his affairs.

(f) Obtaining credit; engaging in business- either alone or jointly with any other
person, he obtains credit to the extent of the prescribed amount or more
without giving the person from whom he obtainsit the relevant information



about his status; or he engages (whether directly or indirectly) in any business under a
name other than that in which he was adjudged bankrupt without disclosing to all
persons with whom he enters into any business transaction the name in which he was
so adjudged.

6.8 Appeals

Appeals shall be heard against the following:

1. Thefresh start order.

2. Fraud in an agreement under the IRP or find order under the IRP process.
3. The bankruptcy order.

4. Thefinal discharge order of the Adjudicator in the case of bankruptcy.



<7 — Repeals and savings

Therearefour types of existing laws (both central and state) that the proposed Code will
interface with. These are:

1. Laws dealing with matters of insolvency and bankruptcy of persons and legal
entities.

2. Lawsdealing with recovery of dues from persons and legal entities and disputes
associated with the same.

3. Lawswhose provisions can impact the procedures and the creditors waterfall in
the proposed Code.

4. Subordinate legidation, both rules and regulations, in each of the above.

For the Code to be implemented effectively, these interfaceswill need to be defined and
made clear. Such clarity will ease the transition to the Code and also ensure that its
robustness and credibility are maintained over time. Some of the existing lawswill need
to be repealed in entirety, some in part and in others amendments that either introduce
new provisions or change existing provisions will need to be enacted to ensure that the
existing provisions do not adversely impact the functioning of the proposed Code.

From aconstitutional perspective, aparliamentary law on and insolvency and bankruptcy
can over-ride other laws on this subject matter. However, there are two points of specific
concern. First, certain categories of secured creditors and the tax authorities have special
powers granted to them under extant laws. Second, the number of adjudicating
authorities (specialised tribunas) under the various laws is large and appears to be
growing. The adjudicating authority under the Code needs to have the requisite
jurisdiction to deal with conflictsthat may arise dueto this.

In the following sections, an attempt is made to identify the various statutes and
regulations that will need repeal or amendment in the context of their interface with
the proposed insolvency and bankruptcy Code. In practice, however, defining al
possible interfaces with an exhaustive list of relevant laws isimpossible. These will be
the subject matter of caselaw and will evolve over time.






7.1 Laws deadling with bankruptcy and insolvency

These are central or state laws that have provisions on reorganisation, restructuring and
winding up of entities under their respective]jurisdictions, including under conditions of
financial distress, insolvency or bankruptcy.

1.
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10.

Companies Act, 1956 or Companies Act, 2013 (whichever isrelevant)
Sick Industrial Companies Act, 1985

Limited Liability Partnership Act, 2008

Indian Trusts Act, 1882

Various state |aws on state cooperative societies

Multi-state Cooperative Societies Act, 2002

Trade Union Act, 1926

Laws governing incorporation of statutory corporations (whether created by
parliament or by state |legidative assemblies)

Presidency Towns Insolvency Act, 1909

Provincia Insolvency Act, 1920

7.2 Laws dealing with recovery of dues

These laws have provisions dealing with recovery of dues, either by financial and
non-financial creditors.

1.

akrowbd

Securitisationand Reconstructionof Financial Assetsand Enforcement of Security
Interest Act, 2002

Recovery of Debts Dueto Banks and Financial Institutions Act, 1993

Recovery provisions of the Income Tax Act 1961

Enforcement provisions of the Contract Act, 1872

Lawsrelated to tort dues.

7.3 Laws that may impact procedures under the proposed Code

These include the non-insolvency or non-recovery provisions of various laws that may
impact the procedures or creditors’ waterfall under the proposed Code. These could be
provisions with regard to procedural matters, dispute resolution or primacy over other
laws. Some of these are:

1.

2.
3.

SIS

CompaniesAct, 1956 or CompaniesAct, 2013 (whichever isthe extant law at that
time)

Limited Liability Partnership Act, 2008

Indian Trusts Act, 1882

Securitisationand Reconstructionof Financial Assetsand Enforcement of Security
Interest Act, 2002

Recovery of Debts Dueto Banks and Financial Institutions Act, 1993

Income Tax Act 1961

Contract Act, 1872
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10.
11.
12.
13.

14.

15.

Transfer of Property Act, 1882

Registration Act, 1908

Stamp Act, 1899 (and the various state laws)

Variousindirect tax lawsin the states

The Bombay Shops and Establishments Act, 1948 (and equivaent legidation in
other states, if any)

Criminal, civil or persona lawsrelating to payment of maintenance (for example
Section 125 of the Code of Criminal Procedure, 1973)

Laws dealing with employees and workmen such as. Employees State Insurance
Act, 1948, Employees’ Provident Fund and Miscellaneous Provisions Act, 1952,
Workmen’s Compensation Act, 1923, Payment of Wages Act, 1936, Payment of
Bonus Act, 1965, Payment of Gratuity Act, 1972, Bombay Industria Relations
Act, 1946 (and equivalent legislation in other states, if any) and any other laws
relating to employment and welfare

Industrial Disputes Act, 1947

7.4 Subordinate legislation that interface with the Code

These include rules made by government departments or regulations by financial sector
or other regulatory bodies that may impact the effective implementation of the Code.
Some of these are:

1.

2.

1

CwWwowo~NU~W

RBI normson corporate debt restructuring (CDR) and strategic debt restructuring
(SDR).

Government and RBI normsfor self help groups (SHG) and joint liability groups
(JLG).

RBI normsfor functioning of asset reconstruction companies (ARCS).

RBI prudential norms and asset classification guidelines.

SEBI Substantial Acquisition of Shares and Takeovers Regulation.

SEBI Issue of Capital and Disclosure Requirement Regulation.

SEBI Issue and Listing of Debt Securities Regulation.

SEBI Public Offer and Listing of Securitised Debt Instruments Regul ation.
Companies Rules under the Companies Act.

MSME guidelines on various matters.

7.5 Interfaces with the draft Indian Financial Code

In addition to the extant laws, the proposed Code is also interconnected with the draft
Indian Financial Code through the following elements:

1.

2.

The Resolution Corporation envisaged in the draft Indian Financial Code is
the primary mechanism for the insolvency of financial firms. The work of the
Committee addressesall non-financial firms.

Theresol ution processof theResol ution Corporationtakesplaceinaninformation-
rich environment partly owing to the working of the statutory Financial Data



Management Centre. The approach takeninthisreport isto obtain aninformation-

rich environment through a competitive industry of ‘information utilities’.

. The principles of consumer protection, as envisaged in the draft Indian
Financial Code, limit and shape the methods adopted for individual bankruptcy.
The proposals made in thisreport are fully compatible with these principles.

. It is expected that under the proposed insolvency law, financial advisors will

emerge who will advise and guide consumers who are under credit stress. This
business, of credit counseling, would be afinancial service and would beregul ated
by the draft Indian Financial Code.
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(8 — Implementation

In order to carry this report from a proposal to complete implementation, the following
areas of work are required:

1. Thelegidative track: obtaining feedback from the public and refining the draft
law;

. Constructing theregulator;

. Constructing the adjudication infrastructure;

. Initiating the information utilities;

. Initiating the insolvency profession.

A WN
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Alongside al work on the legidation, careful thinking is required about the executive
and judicial aspects also. Advance planning is required on the construction of State
capacity on all aspects that is required for the proper functioning of the law. This will
include ingtitutional infrastructure in the form of the regulator, information systems,
administrative arrangements for courts, and the insol vency profession.

Constructing the regulator

The Committee has proposed the creation of a regulator which will be integral to the
working of the bankruptcy process. While many countries do not have a specialised
regulator for the field of insolvency, the Committee believes that the construction of a
non-departmental public agency, which fuses certain legidative, executive and quasi-
judicial functions, isof essencein achieving the desired outcome. The desired outcomes,
however, hinge on the construction of a high performance government agency which
will perform the roles anticipated in this law.

Many times, in the Indian experience, when there is low institutional capacity, the
performance of a government agency critically depends on the individuals present
therein. This puts an undue emphasis on the appointments process, which may or may
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not always deliver remarkable outcomes. In a situation where institutional capacity is
low, the performance of a government agency varies greatly with the identities of its
key personnel. The working of the agency is not predictable; it fluctuates depending on
staffing changes. India’s quest for State capacity liesin achieving consistent institutional
capacity, where high performance is obtained consistently for decades, and staffing
changes areroutine.

In the past, most government agencies have been setup in an informa manner, by
recruiting a few people. Many years el apse before the agency is fully working, and in
many aspects, it has been difficult to achieve high performance. In recent years, the
Ministry of Finance has adopted a new approach to this question, which comprises of
the following elements.

Every government agency is composed of: (a) Officefacilities (b) Organisation design
(c) Processmanuals(d) I T systemswhich encodethe processmanuals. A formal process
isrequired, of constructing these four elements. The Ministry of Finance has adopted
the practice of setting up ‘Task Forces’ which support it in procuring IT and consulting
companiesto assist inthe construction of thesefour elements. Largeteamsand resources
are brought into play in ashort time, so as to construct world class capabilitiesin these
four dimensions.

This approach is being used by the Ministry of Finance in building the institutional
landscape envisioned in the draft Indian Financial Code: the Financial Sector Appellate
Tribunal (FSAT), the Resolution Corporation (RC), the Financial Data Management
Centre (FDMC), the Public Debt Management Agency (PDMA) and the Financial
Redress Agency (FRA). As constructing State capacity isa sow and complex process,
the Ministry of Finance has embarked on this work prior to the enactment of the Indian
Financial Code aslaw. Similar methods are a so being used by the Department of Food
for building the Warehouse Devel opment and Regul atory Authority (WDRA).

Drawing on these experiences, the Committee recommends:

1. The government must immediately create a ‘Task Force/Committee for Construction
of the Indian Bankruptcy and Insolvency Resolution Authority’ which will set
about creating the requisite State capacity. This would ensure that the Regulator is
fully ready to perform the rolesrequired of it by the time the law is enacted.

Information utilities

Thestrategy envisaged inthisreport isthat anindustry of multiple competinginformation
utilitieswill come about. However, on day one this does not exist.

The first task for Government is to collaborate with academics and technical
organisations to draft a set of industry standard APIs (Section 4.3.9) which will be
used al through the information utility industry. These standard APIs will serve as a
coordination point for a large number of software developers all across the economy:
those building information utilities, and those building applications which will be used
by insolvency
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professionals and others in the insolvency industry in accessing thisinformation.*°

There are already many organisations in India who could potentially play the role of
the ‘information utilities’ as envisaged in this report and draft law. To the extent that a
consultation process is established, and Government proactively reaches out to these
firms and clarifies open questions, thiswill yield a more rapid initiation of projects at
theseinformation utilities.

Information utilitieswill necessarily haveincompl ete coverage at the start. They haveto
first reach acertain critical mass so that there are incentivesfor insolvency professionals
to always use them. There are, of course, strong incentives for economic agents to
use information utilities, as this would eliminate delays and disputes in the insolvency
process. The Government and the Board/Regulator will have to manage a calibrated
process through which at first there is a hybrid system involving paper-based records
for legacy activities coupled with newer information in the information utilities, and
coveragein theinformation utilities becomesincreasingly pervasive.'’

Drawing on this reasoning, the Committee recommends:

1. A project should be immediately initiated, in collaboration with academics and technical
organisations, to draft a set of standard APIs, and provide reference implementations.
The standards-making process utilised here should be similar to that adopted by the
Internet Engineering Task Force (IETF). These will become an organising framework for
the entire automation of the insolvency industry.

2. Government must immediately initiate a consultation process where prospective entrants
into the information utility industry have an opportunity to better understand what is
envisaged, and thusrefinetheir plans.

3. After the law is enacted, Government and the BoardRegulator must first ensure that
information utilities are used even when the amount of information in them is small.
Gradual steps should be undertaken over a period of roughly five years to create a
complete straight- through-processing environment where most firm failureis processed
without recourseto any physical paper records.

Insolvency profession

The strategy proposed in thisreport is one where multiple competing private self regula
tory organisations will emerge, under the oversight of the Board/Regulator. Private
persons will play a leadership role in creating a profession that addresses the
requirements of insolvency in India. The Board/ Regulator will have oversight over these
organisationsfromthe

16The best example in India, thus far, of open standards which are being used by diverse playersin the
software industry isthe set of standards which have been released by UIDAL.

For an analogy, when dematerialisation of shares on the equity market began, at first, the fraction
of shares that were dematerialised was necessarily tiny. At this time, the role of the Government and
the Regulator lay in insisting that if a person chose to dematerialise shares, the full processes of the
equity market were available to him. When the depositories achieved a certain minimum critical mass,
the Government and the Regulator started a gradual process of making demat delivery mandatory on the
equity market. Over a seven year period, the use of demat shares in settlement on the equity market went
from 0 to 100%. A similar transition has to be navigated for the information utilities in the frictionless
insolvency processthat is envisaged.
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viewpoint of ensuring that standards are maintained, and enforcement actions are being
taken appropriately.

On day one, such SROs do not exist. Activities must be initiated, before the new law
is enacted, which induce the requisite capacity building and transitioning into the new
insolvency profession.

Drawing on this reasoning, the Committee recommends:

1. The Government should begin consultationswith public minded citizenswho may liketo
play aleadership rolein establishing these SROs.

2. The Government and the Board/Regulator will need to establish a framework for
grandfathering, where persons with expertise in insolvency are rapidly accepted as SRO
members, and a first set of insolvency practitionersis availablein the market.

3. The Government and the Regulator should initiate human capital building activities all
across the country so asto build up the first wave of expertise for thisfield.

Adjudication infrastructure

A critical element of the insolvency process is well functioning adjudication
infrastructure. The working of courts or tribunals is a business process, and
comprehensive workflow redesign is required, as part of business process re-
engineering, in order to obtain smooth functioning of courts. The Committee
recommends that international best practices on modern tribuna management be
followed in resolving insolvency related disputes.

Transition provision

Given that setting up of a Regulator, and the development of entities like Insolvency
Professionals and Information Utilities will take time, the Committee recommends a
transition provision during which the Central Government shall exercise al the powers
of the Regulator till the time the Regulator is established. Under these powers, the
Central Government may inter-alia:
1. Prescribe the categories, qualifications, experience and expertise of persons to act
as insolvency professionals;
2. Prescribe the qualification of entitiesto act asinformation utilities; and
3. Frame regulations for the conduct of the insolvency resolution process,
liquidation and bankruptcy.

Summary

The ultimate objective is for India to have an efficient bankruptcy and insolvency
framework. This involves navigating the legidative track and going from the draft law
to a Parliamentary legislation. This also involves many other elements of building State
capacity. Establishing asound insolvency framework for Indiashould be seen asaproj ect
which encompassesfivethings: (a) Thelegidativetrack; (b) Establishing the Regulator;
(c) Initiating theindustry of information utilitiesand phasing-in comprehensive adoption
of these utilities; (d) Initiating the insolvency profession; and (€) Establishing world
classadjudicationinfrastructure.

Given that establishing a regulator is likely to take time, the Committee recommends
that till then the Central Government may exercise all powers of the regulator.
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Office Order Constituting the BLRC

y

—

F. Ne. 7/2/2014-FSLRC
Government of India
Ministry of Finance
Department of Economic Affairs
(FSLRC Division)
North Block, New Delhi
22,8, 2014

OFFICE ORDER

The Hon’ble Finance Minster in Para 106 of his Budget Speech 20G14-15 has announced
that an “Entrepreneur friendly legal bankruptcy framework will aise be developed for SMEs to
enable easy exit™.

2. Pursuant to the above announcement, it has been decided to set up a Committee with the
following composition to study the corporate bankruptey legal framework in India and to  submit
a report within a period of six months; ie, by 28.2.2015,

I Shri TK Vishwanathan,- Chairperson

ii.  Representative of the Department of Financial Services -Member
iii.  Representative of the Ministry of Corporate Affairs --Member
iv.  Representative of the Ministry of Law(Legislative Deptt) -Member
v.  Additional Secretary{Investment), DEA- Member
vi. Representatives of RBI and SEBI- Permanent Inviteas

The Committee will have the option to invite experts in the field and representatives of
other Ministries/Departments concerned as Special Invitees,

3. The detailed Terms of Reference (ToRs) of the Committee and the Technical Support
required will be decided by the Committee in its first meeting and will be issued separately.

4. This issues with the approval of the Hon’ble Finance Minster. ag}))/s{ (v
+ {Gdurav Mas l:lln)

Director(FSLRC)
23092247/230G95038
Shri TK Vishivanathan, Chairperson

2. Secretaries of the Department of Financial Services, Ministry of Corporate Affairs, Legislative

Lh P L3 P

Department, Ministry of Law; with the request to nominate Senior Officers conversant with the
subject to attend the meetings of the Committee, as Members.

Governor, RBI, Mumbai; with the request to nominate a Senior Officer conversant with the
subject to attend the meetings of the Committee.

Chairman, SEBI, Mumbai; with a request to nominate a Senior Officer conversant w:th the
subject to attend the meetings of the Commiittee.

Copy for information to:-

. PS to Hon’ble Finance Minster

. PS to MoS(Finance)

. PPS to IS, Ministry of Finance

. PS to AS(Investment)/AS(EA), DEA, Ministry of Finance

JS(FM)/Adv(CMYAdv(FSDC), DEA, Ministry of Finance




Office Order Revising Composition of the BLRC

F. No. 7/2/2014-FSLRC
Government of India
Ministry of Finance
Department of Economic Affairs
(FSLRC Division)
North Block, New Delhi
10.11. 2014

OFFICE ORDER

In partial modification of the Ministry of Finance Office Order No 7/2/2104-FSLRC dated
22.82014, setting up the Committee to study the corporate bankruptey legal framework in India, the
composition of the Committee is revised as follows:-

i,  Shri TK Vishwanathan, - Chairperson
it.  Representative of the Department of Financial Services -Member
iii.  Representative of the Ministry of Corporate Affairs —Member
iv.  Representative of the Ministry of Law(Legislative Deptt) Member
v.  Additional Secretary(Investment), DEA —Member
vi.  Representatives of RBI -Member
vii Representatives of SEBI -Member
vili.  Dr. Ajay Shah, NIPFP ~Member
ix.  Prof. Susan Thomas, IGIDR ~Member
X.  Mr. P.Ravi Prasad, Tempus Law Associates ~Member
xi.  Mr. Bahram Vakil, AZB & Partners ~Member
xii.  Mr. B.S. Saluja, ICADR —-Member
xiii.  Mr. M.R.Umarji, Alliance Corporate Lawyers Member
xiv.  Ms. Aparna Ravi, Centre for Law and Policy Research —Member
XV, CEOQ & MD, [FCI, New Delhi Permanent Invitee

Legal research and writing for the Committee will be provided by M/s Vidhi Centre for Legal
Policy, New Delhi.

2.The Committee will have the option to invite experts in the field and representatives of other
Ministries/Departments concerned as Special Invitees.

3.The Committee will submit its report in 2 phases:-
a)  Interim Report for immediate action, pending legislation of the Bankruptcy Code; by Feb 2015,
b)  Final Report within 12 months thereafter, recommending a Bankruptey Code.

This issues with the approval of the Hon’ble Finance Minster.
i
(Gaurav Masald:in)
Director (FSLRC)
23092247/23095038
. Shri TK Vishwanathan, Chairperson
2. All Members of the Committee
3. CEO & Managing Director, [FCI, New Delhi.
4, M/s Vidhi Centre for Legal Policy, New Delhi.
5. Copy for information to:-
i.  PSto Hon’ble Finance Minster
ii. PS8 to MoS(Finance)
iii.  PPS to Secretary(EA) Ministry of Finance
iv.  PSto AS(Investment), DEA, Ministry of Finance
v.  Adv(CMY DEA, Ministry of Finance
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