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KEY MESSAGES

e The Insolvency and Bankruptcy Code (Amendment) Ordinance, 2017, amended the Insolvency and
Bankruptcy Code, 2016, prohibiting promoters and associated entities under several categories from
submitting a resolution plan for their defaulting companies under the resolution process.

e While the intention to keep out wilful defaulters cannot be faulted, as the amendment does not
distinguish between wilful and ordinary defaulters who may have defaulted due to reasons beyond the
reasonable control of the promoter/defaulting company — such as the market situation, government
policies — the highly stringent eligibility criteria for resolution applicants may have a negative impact on
price discovery of stressed assets as a result of the reduced pool of bidders.

e The Ordinance would especially impact Small and Medium enterprises, as they will largely see
promoters submitting resolution plans for them.
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e The Insolvency and Bankruptcy Code (Amendment) Ordinance, 2017, was enacted on November 23,
2017. The Ordinance amends the Insolvency and Bankruptcy Code, 2016 (hereinafter referred to as the
Code), which consolidates the existing procedures of insolvency resolution into a single legislation. The
Ordinance lays down the eligibility criteria for persons who intend to submit a resolution plan to the
Resolution Professional — who takes over the control of a defaulting company and invites resolution

plans — under the Code.

e The aim of the Ordinance, as proposed by the Central Government, is to prohibit persons who have
wilfully defaulted, are associated with non-performing assets, are habitually non-compliant, from taking
part in the resolution process — lest they, by virtue of their antecedents, prove to be “a risk to successful

29l

resolution of insolvency of a company.

e In effect, promoters of defaulting companies who have unclear dues will be ineligible to submit

resolution plans to regain control of their defaulting company under the resolution process. This has
been done with the aim to stop wilful defaulters" and habitually non-complaint persons to re-purchase

their stressed assets at discounted prices.

e The Ordinance has been sent to a committee, which is chaired by the secretary, ministry of corporate

affairs, and includes members involved in the drafting of the Code.
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. Eligibility of ‘Resolution Applicant’

As opposed to the Code wherein the Resolution Professional freely invites applicants to submit resolution
plans, the Ordinance allows the Resolution Professional to invite only those applicants who fulfil the

eligibility criteria laid down under Section 5.

Under Section 5, the Ordinance introduces ‘Section 29A’ into the Code, specifying that a person,
including a promoter, shall not be eligible to submit a resolution plan to the Resolution Professional if

s/he falls under any of the ten following categories:

Criteria for Ineligibility

10

an undischarged insolvent

a wilful defaulter identified by the RBI under the Banking
Regulation Act, 1949

Whose account has been identified as an NPA for more than a
year in accordance with the RBI guidelines under the Banking
Regulation Act, 1949

convicted of any offence punishable with imprisonment for two
or more years

disqualified as a director under the Companies Act, 2013

prohibited by SEBI from trading in securities

Who has indulged in preferential, undervalued or fraudulent
transactions

Who has executed an enforceable guarantee in favour of a
creditor who is a defaulter undergoing a resolution process
under the Code

connected to any person who meets any one of the above
mentioned criterion - including promoters of the defaulting firm
during the implementation of the resolution plan

Who has indulged in any of these activities outside India.

4
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1. Liquidation

Whereas the Code grants the Resolution Professional the power to sell the immovable and movable
property of the corporate debtor in liquidation, the Ordinance, through amending section 35 of the Code,
prohibits the Resolution Professional from selling the property to a person who is ineligible to become a
resolution applicant under ‘Section 29A.

I11.  Retroactivity

Under Section 30 of the Ordinance, the committee of creditors has been barred from approving a
resolution plan submitted before the commencement of the Ordinance, where the resolution applicant is
ineligible under “Section 29A’ to submit a plan. The Ordinance requires that the Resolution Professional
invites fresh resolution plans.

V. Penalties

The Ordinance inserts ‘Section 235A’ specifying that any person who contravenes the provisions of the
Code, for which no penalty or punishment is provided, shall be punishable with fine ranging between one
lakh rupees to two crore rupees.

5
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PART III: KEY ISSUES

l. No distinction between wilful defaulters and genuine defaulters

Experts opine that the Ordinance clubs all promoters into the same bracket of wilful defaulters, whereas most
promoters get trapped into unfavourable business cycles and don’t default as a result of mala fide
intentions."

It is pertinent to note that the Ordinance, while painting all promoters with the same brush, goes against one
of the objectives of the Code as stated in the Report of the Bankruptcy Law Reforms Committee Report,
2015. Highlighting what a sound bankruptcy law can achieve, the report points to the distinction that needs
to be drawn between “malfeasance” and “business failure.” The report observes: “under a weak insolvency
regime, the stereotype of ‘rich promoters of defaulting entities’ generates two strands of thinking: (a) the idea
that all default involves malfeasance; and (b) the idea that promoters should be held personally financially
responsible for defaults of the firms that they control.””

1. Restricts the Number of Prospective Bidders

With the Ordinance baring not only wilful defaulters but several other categories of persons, the number
of bidders submitting a resolution plan is expected to go down. This is expected to have several effects.
Legal experts point out that “barring companies from bidding would further depress the price of such
assets resulting in more losses to the banking sector.”"" If this is to happen, then one of the ostensible
purposes of the Ordinance — to prevent promoters and other entities from buying back their stressed assets
at lower prices — stands defeated.

Moreover, Section 29A-(h) practically implies that almost 98 percent of the promoters would not be able
to submit resolution plans even if they don't fall under other restrictions under newly inserted section
29A, because almost all promoters would have given personal guarantee for securing the corporate
lending.

I11.  Effect on Small and Medium Enterprises

As the number of prospective bidders goes down, commentators point to the effect it would have on small
and medium enterprises (SMEs) under insolvency proceedings — since for most of them, the promoters
are the only bidders. Media reports highlight that around 70 per cent of SMEs undergoing insolvency
proceedings face liquidation as their promoters — who now stand debarred from bidding for their stressed
assts — are the only ones presenting a resolution plan."

IV.  Disruption in Ongoing Proceedings

Owing to the amendments made in Section 30 of the Code, the Ordinance is retrospective in nature,
which means it will be applicable to the resolution plans already submitted and under consideration.
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Experts suggest that retroactivity will disrupt nearly all pending insolvency proceedings. Moreover, if
promoters/other bidders, who defaulted owing to extraneous factors, choose to challenge their
classification as wilful defaulters in court," it could further complicate the insolvency resolution

process.™
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PART IV. CONCLUSION

The Ordinance would result in reducing the number of bidders which in turn may have negative effect on
the price discovery of stressed assets. While the idea is that wilful defaulters must be stopped from
regaining control of their assets at a discounted price, by introducing highly stringent eligibility criteria
for resolution applicants, the Ordinance will actually limit the amount that the banks will be able to
recover from the insolvency process, and force them to take deeper ‘haircuts.” Due to retroactivity, it
would also lead to litigation by affected parties and hence act as an impediment to the aim of the Code to
ensure resolution happens in time bound manner.

Additionally, the Ordinance may have a significant repercussion: pushing a large number of SMEs, which
are yet to fully recover from the effects of demonetisation and the hasty implementation of the Goods and
Services Tax, into liquidation, as these enterprises rely largely on promoters for resolution.
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