A code for corporate governance

By laying down norms that seek to

prevent failure of companies and
rescue them, the IBC 2016 has taken
corporate governance to new heights

THE RAISON D'ETRE OF acompany is
that it must live, generate value, and
share the value equitably among stake-
holders. Corporate governance is the
frameworkwhich enables acompany to
do sois.In this sense, the Insolvencyand
Bankruptcy Code, 2016 (IBC) serves asa
Codefor corporate governance. Its first-
order objective isrescuing acompanyin
distress. The second- orderobjective is
maximising value of the company's
assets,and the third-order objective is
balancing the interests of stakeholders.
This orderofobjectives is sacrosanct.
The IBC endeavours to save the life
of a company in distress. it empowers
creditors, represented bya committee
of creditors (CoC), to rescue a company
when it experiences a serious threat to
its life. For this purpose, the CoC can take
orcause a haircut of anyamount toany
orall stakeholders. It seeks the best res-
olution fromthe market,unlikethe ear-
liermechanisms that allowed creditors
tofind a resolution onlyfromtheexist-
ing promoters. Further, the resolution
plan can provide for any measure that
rescues thecompany—change of man-
agement, technology, or product port-
folio; acquisition or disposal of assets,
businesses or undertakings; restructur-
ing of organisation, business model,
ownership, or balance sheet; strategies
of turnaround, buy-out, merger, amal-
gamation, acquisition, or takeover; etc.
IBCprovidesacompetitive transpar-
ent market process, which identifies the
person best placed to rescue the com-
pany,and selects the resolution plan. It
mandatesconsideration of onlyfeasible
and viable resolution plans, that too,
from capable and credible persons, to
ensure sustained life of the company.
This releases the company from the
clutchesof promotersand management,
putting it in thehands of acredible, capa-
ble management to avoid liquidation.
The IBChas rescued about 200 compa-
nies,some of whichwerein deep distress.
The IBC safeguards and maximises
the value of the company, and, conse-
quently,value forallits stakeholders. It
enablesinitiation ofresolution process
at the earliest to preserve the value. It
mandates resolution in a time-bound
manner to prevent decline in thevalue.
It doesn’t envisage recovery, which
maximises the value of creditors ona
first-come-first-servedbasis. It doesn't

allowliquidation,which maximisesthe
value forstakeholderswhorankhigher
inthewaterfallwhile destroying going
concern value. Liquidation process
commences only on failure of resolu-
tion process to revive the company.

The IBC facilitates resolution as a
going concern to capture surplus. It
makes an insolvency practitioner run
the company as a going concern, pro-
hibits suspension or termination of
supply of essential services, mandates
continuation of licences, permits and
grants; stays execution of individual
claims, enablesmaisinginterim finances
forrunning the company,insulatesres-
olution applicants from misdeeds of
the companyundertheerstwhile man-
agement, etc. It provides for a market
mechanism where the world at large
competes to give the best value for the
company through a resolution plan.The
resolution plans haveyielded 208% of
the liquidation value.

Where value hasbeen loston account
of irregular transactions, IBC enables
claw badkof suchvalue. teven mandates
retrieval of value lost due to failure to
exerciseduediligence. Thereisatwilight
zonebeginning from the time adirector
knew or ought to have known there was
no reasonable prospect of avoiding the
commencement of resolution process
till the company enters resolution
process. Duri isperiod,adirector has
an additional responsibility to exercise
due diligence to minimise the potential
loss tocreditors, andhe is liable to make
good such loss. There is, thus, strong
deterrenceto preventdirectorsand pro-
moters from causing lossofvalue tothe
company in the run-uptoinsolvency.

A company has two main sets of
immediate stakeholders: shareholders
and creditors. If debt is serviced, share-
holders have complete control of the
company. When the companyfails to
service the debt, the IBC shifts control
of the company to the creditors. By
moving from debtor-in-possession to
creditor-in-control the IBC balancesthe
rights and powers of shareholders and
creditors vis-a-visa company.

The CoCdecides the fate of the com-
pany.There are, however,checkand bal-
ances to ensure that the resolution
process yields fair and equitable out-
comes for the various stakeholders. The
IBC prescribes payment of acertainmin-
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imum amount to operational creditors
and to dissenting financial creditors,
payment to operationalcreditorsin pri-
orityoverfinancial creditors,astatement
astohowaresolutionplan hasdealt with
the interests of the stakeholders, etc.
Though the ultimate discretion of what
to payand howmuchto paytoeach class
orsubclass of creditors is with the CoC,
itsdecisionmustreflectthatithastaken
into account maximising the value of
assets of the company and it has bal-
ancedthe interests of the stakeholders.

The IBC contributes to governance
of a company even before it gets into
distress.Thereisa crediblethreat that if
acompany defaults,and consequently
it gets into resolution process, in all
probability, it would move away from
the hands of current promoters/man-
agement forever. Firstly, because the
promoters may not be eligible to sub-
mit a resolution plan. Second, evenif
eligible, they may not submit themost
competitive plan. This prevents use of
resources below their potential before
resolution, minimising the incidence
of failure and default. In the long run,
the best use of the IBC would be not
usingit at all. That would be the ulti-
mate corporate governance.

The IBC shifted the focus of creditors
from the possibility of recovery to the
possibility of resolution, in case of
default.Acompanyprefersto keep itself
resolvable all the time, should a need
arise,and the market prefersto dealwith
a company which isresolvable. Aresolv-
able company obtains a competitive
advantage vis-a-vis non-resolvable
companies through reduced cost of
debt. i valueof a company lies in infor-
mal,off-the record arrangementsorper-
sonal relationshipsamong promoters or
their family members, prospective res-
olution applicants may find it hard to
traceand harnessthevalue, makingres-
olution of the company remote. Acom-
panyprefers to have value,which isvisi-
bleandreadilytransferable toresolution
applicants. Similarly,a company keeps
anupdated information memorandum
ready to enable expeditious conclusion
of resolution process, if initiated. By
incentivising a company to remain
resolvableallthe time, the IBC facilitates

ionofasort of living will'forthe
benefit of the company aswell as the

society at large.
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