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Preface

On April 8, 1993, a group of economists and lawyers were invited to make a presentation
on various aspects of industrial sickness and corporate restructuring for the benefit of the
Minister of Finance, Government of India. After the presentation, the Finance Minister
requested that the group be constituted into a formal committee, and that this committe submit
a detailed report on industrial sickness and issues in corporate restructuring. This was

subsequently formalized by an office order (No. B.13017/8/93—Adm.III, dated May 27,
1993).

The members of this Committee on Industrial Sickness and Corporate Restructuring

Dr T.C.A. Anant, Delhi School of Economics.

Mr Naval Bhatia, Advocate.

Mr Hanumantha Charya, National Council of Applied Economic Research.
Dr Tamal Datta Chaudhuri, Industrial Reconstruction Bank of India.

Dr Shubhashis Gangopadhyay, Indian Statistical Institute, Delhi.

Dr Omkar Goswami, Indian Statistical Institute, Delhi (Chairman).

Mr Kirti Uppal, Advocate.

N AW

Unfortunately, Dr Gangopadhyay had to go abroad immediately after the formation
of the Committee, and was away throughout the period. Nevertheless, he can escape neither
accolades nor criticism for many of the ideas and recommendations in this report — as these

were adopted from joint research that he has been doing with Dr Anant and Dr Goswami for
the past two years.
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1 : Introduction

1.1 - The long term success of India’s economic reform process depends upon
sustained growth in industrial output and investment. Without this, there cannot be a genuinely
competitive industrial base from where India can launch an export drive to systematically
reduce its debt service obligations over time,

1.2 The prospects of industrial growth and investment depend upon the signals that
India gives to the rest of the world as well as her own entrepreneurs. The reforms initiated
since July 1991 have already started sending positive signals. People realize that there has
been a serious attempt at macroeconomic management, reducing the fiscal deficit, cutting
unwarranted subsidies, reorienting the import regime away from quotas to tariffs, introducing
floating exchange rates on trade account, eliminating a number of hitherto sacred barriers to
entry, and at restructuring the fiscal system to gradually bring import duties in line with other
competing developing nations. Three years ago, even the most die-hard reformer would have
scarcely anticipated the changes that have occurred since July 1991.

1.3 The focus should now be on rapid industrial sector reform. This is not just
eliminating licensing and other barriers to entry. It requires giving signals to potential
entrepreneurs (irrespective of their origin) about the scope for operational flexibility — in the
choice of output, of markets, and in the use of labour and capital. Industrial restructuring
involves commercially reorganizing ailing but economically viable firms, facilitating the
withdrawal of unviable ones, and re-utilizing the land and labour thus freed in the best
possible manner. Encouraging such reorganization will give strong signals about flexibility
and India’s commitment to rapid industrial growth. It is here that India needs to show marked
success — to prove that we can liberate ourselves from the fetters of ni gld dogma and chart
out areas of future growth and more meaningful employment.

1.4 The Committee is unanimous in its view that the various barriers to
industrial and corporate restructuring serve no economic goal. By preventing reorganiza-
tion at the appropriate time, these barriers choke off future growth opportunities, and so foster
an uncompetitive environment which rapidly leads to gross and pervasive industrial sickness.
For exactly the same reasons, these barriers are anti-labour: although the restraints seek
to protect labour in the short run, these actually hbarm long and medium term employ-
ment by eliminating growth possibilities. Equally, these barriers go against the economic
interests of any non-myopic government. They result in a systematic drain of scarce public
funds, foster a climate of budgetary support, and eventually justify high tariffs, quotas,
sectoral and product reservations to sustain inefficient firms. Indeed, barriers to restruc-
turing have only one over-riding purpose: they maintain an army of inefficient promoters
and managers in the public and the private sector, who justify their incompetent
existence on the ground that their firms "protect" employment.

1.5 A caveat is in order. Although the Committee was given no brief as such, it
decided to focus on industrial and corporate restructuring in the private sector. There are two
reasons for this, First, except for occasional scale effects, there is no basic difference in
economic, commercial, and legal principles between reorganizing the affairs of a private




sector firm and a public sector company. The distinction lies in political will — particularly
the ability to create a consensus that shapes the will. This "will" needs to come to bear soon
enough, becausc the government can no longer afford to maintain inefficient, loss making
public sector units through constant budgetary support. Moreover, the scale deterrents in
reorgamzmg sick public sector units are hardly deterrents at all. So long as there is a desire
to reorganize, it can always be done by a combination of (i) strictly one-shot budgetary outlays
through carefully computed drafts on the National Renewal Fund (NRF) and (ii) innovative
financing through the sale of unproductive assets and unutilized Jand.

1.6 Secondly, industrial sickness — and the need for restructuring, reorganization,
and strategic withdrawal — is as pervasive in the private sector as it is in the public. Decades
of high tariffs, quotas, licensing restrictions, barriers to entry, and irrational excise duties
have been instrumental in fostering widespread inefficiencies in large and medium scale
private sector factories. These have nurtured a perverse environment in which, irrespective
of ownership, an inefficient firm is never penalized for being systematically uncompetitive.
Therefore, focusing on the private sector in no way trivializes the problem of industrial
sickness. Besides, the relative absence of political compulsions makes it easier to restructure,
reorganize or withdraw private sector companies relative to the public sector enterprises.
Conversely, if we cannot create a climate that encourages commercial restructuring and
reorganization of financially sick but economically viable private sector firms, and facilitates
the withdrawal of unviable ones, then one cannot hope for any meanmgful restructuring of
public sector companies in the years to come.

1.7 The report is organized as follows. Chapter 2 gives a brief description of the
extent of industrial sickness in India. Chapter 3 examines the Sick Industrial Companies
(Special Provisions) Act (SICA) and the performance of India’s premier restructuring agency,
the Board for Industrial and Financial Reconstruction (BIFR). Chapter 4 relates the financial
sector with the industrial sector: how the earlier practices of banks and financial institutions
led to bad appraisals, poor rehabilitation packages, and created barriers to industrial restruc-
turing. Thereafter, it focuses on incipient sickness: detection, norms, and possible remedial
measures, Chapter 5 examines various barriers to reorganization: land, labour, management,

and corporate and tax laws. Chapter 6 concludes with a summary of findings and policy
recommendations.



2 : Dimensions of Industrial Sickness

2.0.1 At an elementary level, industrial sickness refers to an industrial or manufactur-
ing firm performing systematically worse than the average, not covering its fixed costs, and
frequently reneging on its debt repayment obligations. There can be no second opinion
about the growth of industrial sickness (so defined) in India. It is pervasive across
ownership (public or private sector), across industries, across states, and across scale
(small, medium, and large). On at least two counts the problem of long term “sickness" is
more severe in India compared to all developed and most industrializing nations. First, being
a poor country, India can ill afford to lock up scarce financial as well as real resources in
persistently loss-making firms. Second, in most other countries such firms cannot survive (in
the Indian terminology, "remain sick") for long: these either have to reorganize their assets,
liabilities, product-mix, capital stock and labour force, or retreat from the industry. It is a
sad reflection of our notion of opportunity cost of scarce resources that we maintain and
exacerbate sickness without economically viable restructuring or planned withdrawal.

2.0.2 Section 2.1 gives some facts about sickness in the private corporate sector —
where the problem is as widespread as in the public sector. Section 2.2 gives some data on
public sector sickness. Section 2.3 highlights a number of research findings on various aspects
of industrial sickness, and so sets the stage for the policy 1ssues in subsequent chapters.

2.1 Industrial sickness in the private sector

2.1.1 Industrial sickness arises out of bad financial structure and/or chronically
inefficient use of factors of production and/or poor market positioning. Its outcome is the
locking up of scarce investible funds in‘‘sub-optimal activities. Given this outcome, an
appropriate way of looking at sickness is to examine the amount of outstanding credit
locked up in sick industrial units. During 1982-1989, outstanding credit to sick units has
. risen from Rs.2585 crores to Rs.9353 crores: an increase of 18.4% compound per year.

By December 1989, almost 75% of this was locked up in sick large and. medium scale
industrial units. Chart 2.A and Table 2.1 give the data.

2.1.2 What is significant is the spread of sickness among large and medium scale
uftits. While their numbers have increased at a modest rate of 4.8% per year, the amount
of outstanding credit locked in these companies has grown at 17.65% during 1982-1989;
and real outstanding credit has risen by 11% per year over inflation. The average unpaid
credit per large and medium sized sick company has almost trebled: from Rs.1.24 crores in
1982 to Rs.3.05 crores in 1989. Not only are more large and medium scale units getting
sick, but these companies are also locking-up increasing amounts of nominal and real

bank credit.




CHART 2.A
Industrial Sickness : OQutstanding
Credit Locked up in Sick Firms
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Table 2.1: Industrial sickness according to scale, all-India, 1980-89, rupees crores

Large and medium scale sick units

(1) No. of firms Outstanding credit Real outstanding credit

1982 1622 2016 1933

: 1983 1747 ' 2372 2141

1984 1832 2758 2327

' 1985 1823 3200 2581

' 1986 1964 3568 2726

! 1987 1839 . 4459 3185

' " 1988 2011 5564 3656

; 1989 2269 6926 4262

l| Rate of growth 4.8% _ 17.6% 11.3%
' Total (large, medium, and small) -

T 1082 60173 2585 2478

1983 80110 3101 2799

' 1984 93282 3638 3070

' 1985 119606 4271 3444

1986 147740 4874 3723

1987 206098 6256 4469

1988 242584 7705 . 5062

1989 221097 9353 5755

Rate of growth 18.6% 18.4% 12.0%




2.1.3 The industry-wise distribution of outstanding credit to large and medium scale
sick companies as of September 198% (Table 2.2) shows that textiles dominates in no uncertain
terms. It is followed by engineering (narrowly defined). If the engineering industry is broadly
defined to include engineering, production of iron and steel, and electrical and non-electrical
machinery and transport equipment, then it is an even closer second. Comparisons yield a
more meaningful analysis of the industry-wise distribution of sickness. If one examines the
share of total outstanding bank credit that is accounted for by the sick companies in any
industry, then the jute industry is the worst hit: the sick units take up more than 57% of the
total outstanding credit.

Table 2.2 : Industry-wise distribution on non-small scale sick units, September 1989

% distribution of outstanding | Outstanding credit in sick
credit in sick units firms as % of outstanding
credit in industry
Textiles T T 33.60% | 20.29%
Engineering 22.55% 17.65%
Chemicals 5.39% 3.79%
Paper 5.15% 12.71%
Iron and Steel 4.79% ’ 7.80%
Jute 4.75% 57.23%
Sugar 3.20% 25.03%
Rubber 2.50% 14.14%
Cement 1.27% 6.82%
Electrical 1.21% 1.65%
Miscellaneous 15.59% 0.89%
TOTAL 100.00% 4.13%
2.1.4 Three states — Maharashtra, West Bengal, and Gujarat — have the largest

cluster of large and medium scale sick units. In 1990, the three states together accounted
for 54% of outstanding bank credit. Maharashtra was the worst off, thanks to a huge presence
of sick textile mills as well as engineering firms. West Bengal’s status derives from a large
number of sick engineering units and jute mills. Gujarat’s is due to the state of the Ahmeda-
bad textile industry.

Table 2.3 : State-wise dispersion of sick large and medium scale units, 1990

States Qutstanding credit Share of putstanding
) : credit
Maharashtra 1302.0 271.5%
West Bengal 690.9 14.6%
Gujarat 568.7 12.0%
TOTAL 4734.3




2.2 Losses in the public sector

2.2.1 It is almost impossible to give a comprehensive quantitative picture of sickness
in the public sector undertakings. The Public Enterprises Survey, published annually by the
Bureau of Public Enterprises covers only a small portion of the public sector in India, namely
the commercial non-departmental enterprises of the central government. The Survey data
exclude (1) nationalized banks and government owned public financial institutions, (2)
departmental economic enterprises of the central government, such as posts and telegraphs
and railways, (3) departmental economic enterprises of the state governments, such as
irrigation, (4) non-departmental economic enterprises of state governments, such as State
Electricity Boards, State Road Transport Corporations, or State Textile Corporations, and

(5) establishments of locai governments. Despite these omissions, the data highlight wide-
spread industrial sickness.

2.2.2 As of 1989-90, there were 98 loss making central government non-depart-
mental companies, and their total losses amounted to Rs.1,959 crores. Although there was
a drop in the number of losing units between 1988-89 and 1989-90 (from 106 to 98), the
losses rose from Rs.1,923 to Rs.1,959 crores. Thus, the average loss per losing company
increased from Rs.18.14 crores to almost Rs.20 crores — a 10% increase over the year.

2.2.3 Activity-wise analysis indicates that production of fertilizers, transport equip-
ment, consumer goods, agro-based products and textiles are loss leaders in manufac-
turing. In non-manufacturing activities, public sector construction companies, technical and
engineering consultancy firms, and tourism corporations incur consistent losses. None of these

are activities where public sector involvement can be justified by invoking the possibility
of market failures.

2.2.4 In 1989-90, manufacturing activities of central government owned, commercial
non-departmental enterprises generated sales of Rs.82,516 crores, or 78% of the total tumover
(manufacturing and services). Total net profits were Rs.3,392 crores, which translated to a
seemingly reasonable 4.11 % net profit to sales ratio. The story changes quite dramatically
if the twenty-odd petroleum based units are excluded from manufacturing. The total sales in
1989-90 halves to Rs.40,308 crores; net profits plummet by a staggering 85% to Rs.492
crores; and the net profit to sales ratio slumps to a mere 1.22%. Fertilizers, transport equip-
ment, consumer goods, agro-based products and textiles companies — accounting for

11.6% of manufacturing sales — suffered net losses to the tune of Rs.821 crores. Their
net loss to sales ratic was 8.6%.

2.2.5 The public sector’s net profit to sales ratio from non-manufacturing activities
in 1989-90 was even more modest: 1.65% versus 4.11% in manufacturing (including
petroleum). The losing units posted a net loss of Rs.218 crores out of a sales turnover of
Rs.1,306 crores: a net loss to sales ratio of 18.43%. These losses were exclusively due to
companies in the construction and consultancy business. Thanks to a massive increase in
the losses in public sector technical consultancy, total losses in non-manufacturing activities
increased by 69% between 1988-89 and 1989-90. No less disheartening is the performance
of some non-loss making public sector activities. In 1989-90, trading and marketing could
only earn a net profit of 0.84% on a sales revenue of Rs.15,627 crores. Similarly, the steel



sector sold Rs.8,483 crores worth of goods, but earned a net profit to sales ratio of 0.6%.
Table 2.4 is self-evident.

Table 2.4 : Activity-wise break-up of sales, net profits, and net profits to sales ratios,
central government commercial non-departmental enterprises, 1988-89 and 1989-90,

rupees crores

Activities Net profits Sales turnover Net profit % sales
88-89 89-90 88-89 89-90 8889 | 8990

Manufacturing ‘
Steel 186.01 51.29 7540 8483 2.47% 0.60%
Minerals & metals 39.72 310.6 1902 2715 2.09% | 11.44%
Coal & lignite 51:64 166.86 6634 7331 0.78% 2.28%
Power (NTPC) 461.47 638.83 1740 2459 |  26.52% |  25.98%
Petroleum 2563.66 2899.53 36512 42208 7.02% 6.87%
Fertilizers -240.58 [ —288.38 3833 3405 | —6.28% | —~8.47%
Chemicals & pharm 26.30 37.67 1625 1809 1.62% 2.08%
Heavy engineering 75.44 48.90 3695 4136 2.04% 1.18%
Medium & light 36.68 59.33 3156 " 3825 1.16% 1.55%
engg.
Transport equipment - 66.97 — 88.78 2746 3414 —2.44% ~2.60%
Consumer goods —~258.50 | © -232.26 1266 1479 | —20.42% | —15.70%
Agro-based - 272 - 3.74 40 60| -6.80% | ~6.23%
Textiles -317.28 |  —208.06 1013 1192 | -31.32% | —17.45%
Total loss makers -886.05 | -—821.22 8898 9550 [ -9.96% | —8.60%
Total manufacturing | 2554,87 3391.79 71702 82516 3.56% 4.11%
Total excl. petrol - 8.79 492.26 | 35190 40308 | —0.02% 1.22%
Non-manufacturing i '
Trading & marketing 92.52 131.89 14841 15627 0.62% 0.84%
Transportation 92.41 71.73 3287 4039 2.81% 1.92%
Construction -107.93 | —114.45 653 681 | —16.53% | —16.81%
Consultancy ~20.13 | —103.09 521 625 | -—3.82% | —16.49%
Tourism ~ 055 0.16 142 160 { —0.39% | -0.10%
Financial 65.98 128.15 668 966 9.88% | " 13.27%
Telecommunications 316.4 264.3 1291 1431 | 2451% | 18.47%
Sec.25 companies ~ 0.04 5.25 26 33 —0.15% | 15.91%
Total loss makers -128.65 [ —217.54 1348 1306 | —9.54% | . —18.43%
Total non-manf. 438.66 |  380.94.| 21435 23562 2.05% 1.65%
GRAND TOTAL 2993.53°| 378173 | 93137 106078 3.21% 3.57%
* Excl. petrol | 429.87 882.2 | 56625 63870 0.76% |  1.38% |




2.2.6 The accumulated losses of 43 loss-making public sector companies stood
at Rs.9,511 crores in 1989-90. The six loss leaders — National Textile Corporation’s
subsidiaries, the Fertilizer Corporation of India, Hindusthan Fertilizers, IISCO, Dclhi
Transport Corporation, and the National Jute Manufactures Corporation — accounted
for 54% of the accumulated losses.

Table 2.5 : Accumulated losses of some loss-making public sector enterprises, 1989-90

Company Accumulated losses (Rs. crores)
NTC (excluding Tamil Nadu & Pondicherry) 1481
Fertilizer Corporation of India 1217
Hindusthan Fertilizers 950
IISCO 602
Delhi Transport Corporation 448
National Jute Manf. Corporation 445
Indian Drugs & Pharmaceuticals Ltd 346
Engineering Projects 346
Hindusthan Shipyard 273
Hindusthan Paper 259
Hindusthan Steelworks 229
Scooters India 212
Heavy Engineering Corpoeration 190
Nagaland Pulp and Paper 171
Central Inland Water 166
Cement Corporation of India 155
Cochin Shipyard 145
Western Coalfields 144
Indian Road Construction Corporation 139
Elgin Mills 135
South Eastern Coalfields _ 114
Mazagacn Docks 109
Tannery & Footwear Corporation 102
Cycle Corporation 98
Vayudoot 80
Paradeep Phosphates ' 78
British India Corporation 77
Bharat Goid Mines 69
Bharat Pumps 62
Burn Standard 59
Bharat Ophthalmic Glass 56
Tyre Corporation of India 56
Mining & Allied Machinery Corporation 54




Company Accumulated losses (Rs. crores)

Mandya National Paper 52 '
National Bicycle Corporation 50

Bengal Chemicals & Pharmaceuticals . 50

Project & Development India Limited ' ' 49

Richardson Cruddas (1972) 46

Biecco Lawrie ‘ 44

Bharat Refractories 4]

Natiopal Instrument 39

Braithwaite & Company 39

Hotel Corporation of India 34

TOTAL ({43 companies) 9511

2.2.7 Table 2.6 gives an illustrative list of nationalized companies having negative

accumulated reserves and, hence, qualifying as large and medium scale sick units. Of these,

two mammoth entities account for two-third of the negative accumulated reserve: the NTC

subsidiaries (excluding Tamil Nadu and Pondicherry), and I[ISCO!

Table 2.6 : An illustrative list of nationalized companies with negative accumulated
reserves, 1989-90, rupees crores

Companies Accumulated reserves
NTC (excl, Tamil Nadu & Pondicherry) —1401.45
1SCO E - 578.35
Elgin Mills — 134.32
Cycle Corporation N — 8§9.34
Tannery & Footwear — 85.38
British India — 76.33
CIWTC - 57.25
Tyre Corporation — 52.99
Bengal Chemicals . — 50.19
National Bicycle — 49.54
Mandya National Paper — 47.83
Richardson Cruddas ' - 46.34
Biecco Lawrie : : — 43.60
Bharat Refractories — 40.87
Braithwaite : - 39.13
Bum Standard — 36.85
Bharat Process . — 33.52
Bengal Immunity — 28.04
Cawnpore Textiles - 17.06
Jessop & Company — 14.56




Companies Accumulated reserves
Hooghly Docks - 14.34
Bharat Brakes ~- 14.26
Smith Stanistreet — 13.43
Weighbird — 6.88
Bird Jute - 3.67
TOTAL —2975.52

2.3 Some research findings

2.3.1 This section summarizes some of the research findings that are germane to this
report.! The conclusions are based on a very large time-series cum cross-section analysis
of textile mills and engineering firms, covering the period 1970-1990.

2.3.2 Analysis of the textile and engineering industries (sectors with the most sickness)
clearly indicates that there are distinct differences in attributes between the sick (i.e. those
registered with the Board for Industrial Finance and Reconstruction (BIFR) and healthy
companies. These differences have existed across decades. In other words, sickness has its

history: the companies which are under BIFR today can be identified as problem cases
well back into the past.

2.3.3 The major difference between BIFR and healthy companies lies in interest
cost and wage cost, i.e., in fixed costs, and not so much in variable costs. BIFR companies
have always had higher debt-equity and total liability-equity ratios compared to the non-BIFR
firms. Their debt portfolio has been always skewed towards current liabilities, and away from
deferred liabilities. Consequently, the BIFR firms have always suffered from less insurance
against bad sales realizations than the non-BIFR companies.

2.3.4 BIFR firms have always had higher unit wage costs. Again, this is not only
true today, but has been so for the last twenty-one years,

2.3.5 There seems to be no difference in the structure of unit variable (or raw
material and consumable) costs — the proxy for technical efficiency — between the BIFR
and healthy firms. Indeed, there are "healthy" firms that have higher variable costs (and
lower variable profits) than the industry average. This does not imply that sick firms (or,
for that matter, healthy companies) are internationally competitive. Indeed, the finding reflects
the generally uncompetitive nature of India’s market structure for factory output. In a less
protected scenario, firms cannot systematically have higher variable cost and higher fixed
costs, compared to other firms in the industry, and yet continue to survive, In India, such
firms not only survive, but often do so outside the ambit of SICA and BIFR. It implies that

! This is a summary of work done as a part of a research study funded by the Ministry of Industry: T.C.A.
Anant, ShubhashisGangopadhyay, Omkar Goswami, Indusirial Sickness in India: Characteristics, Determinants,
and History, 1970-1990, Studies in Industrial Development, Ministry of Industry, Paper No.6, Oclober 1992.
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our market structures and past government policies — high tariffs, quantity restrictions on
imports, price regulations on inputs, and barriers to domestic competition — provided
sufficient cushion to production and cost inefficiencies. In a morc cconomically competitive
situation, many of the seemingly healthy firms have the potential of turning sick. Tables 2.7
and 2.8 highlight these findings for textiles and engineering — the two mdustnes that have
the greatest amount of funds locked up in sick units.

Tablé 2.7 : Textiles — BIFR firms versus he@ilthy companies

~ Indices 197075 | .1976-80 | 1981-85 198690 || 1970-90
Wage / Sales + 42% + 45% + 67% +106% |+ 63%
Interest / Sales + 19% + 27% + 31% + 141% + 51%
Fixed Cost / Sales + 38% + 41% |  + 58% + 115% + 61%
Variable Cost / Sales ~ 4% - 3% + 2% + 6% Same
Total liability / Sales - 2% + 9% + 17% |+ 164% + 43%
Total liability / Equity + 13% + 51% + 66% + 94% .+ 54%

‘:Table i.S :.Engineering-— BIFR. firms versus healthy companies ™

2.3.6°

Indices 1970-75 1976-80 1981-85 1986-90 197020
Wage / Sales +34% + 17% +19% |+ 53% || .+ 28%
"Interest / Sales + 69% + 4% + 130% +183% + 118%
Fixed Cost / Sales + 42% + 31% + 47% | + 89% + 51% -
Variable' Cost / Sales . = 3% = 2% + 5% + 7% + 2%
Total liability / Sales + 63% + 2% | 4+ 118% |+ 169% + 104%
Total hab111tylEqu1ty + 25% + 27% + 29% + 40% + 35%

Intereést and wage costs are both statistically sngmﬁcant determmants of

industrial sickness: increases in such costs raise a firm’s probability of being sick..For
instance, a percentage increase in wage costs in composite textile mills can increase the
probability of being sick by anything between 0.8% to 1.4%. By its very nature, interest
payment is not only a more committed cost compared to wages but is also compounded.
Hence, the percentage increase in the probability of being sick given a percent change
in interest cost is much greater than the corresponding elasticity with respect to wage
costs — varying from 1.6% t6-2.8%.

2.3.7 - - Therole of history is very important. BIFR companies have shown very dif-
ferent attributes from healthy firms not only in the present, but also over the distant
past. Moreover, sickness has a high degree of persistence — which underscores the
importance of bad financial structure and high unit fixed costs.

2.3.8 Decades of “development” financing certainly played a positive role in catalyz-
ing fairly rapid industrialization in India from the late 1960s. However, it also created an
environment where everyone believed that soft loans with generous interest rate-concessions
were obligatory for industrial development. When these subsidized funds were bolstered by
high tariff walls, quotas, and product/sector reservations, the upshot was widespread ineffi-
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ciency in the use of scarce resources. Eventually, firms started to make losses and default
on interest payments. Once again, it was deemed obligatory to rescue these companies by
pumping in subsidized "developmental" funds. In the process, very little attention was paid
to the opportunity cost of loanable funds, to how these could be put to best economic
use, and to alternative methods of promoting new firms or reorganizing existing ones.

2.3.9 The negative effects of "rehabilitation” through subsidized funding become clear
from an economic analysis of the operating agency (OA) reports that are prepared by financial
institutions at the behest of BIFR. Logically, rehabilitation can succeed if the projects (i) avoid
attributes that cause sickness, and (ii} do not suggest improbable targets which have never
been achieved even by the healthier firms. The OA reports indicate quite the opposite, In
almost all industries and sub-sectors, these reports exhibit a peculiar blend of over-opti-
mism with many characteristics of acute sickness. For instance, most rehabilitation projects
have been structured on the assumption that more loans will bail out the company. Conse-
quently, these projects typically end up with extremely high debt-equity and totai-liability to
equity ratios — usually quite a bit higher than the average for the BIFR firms. Thus, by
opting for "additionalloan route" to "rehabilitation", the OA reports often propose worse
financial structure with even poorer insurance against bad future sales realizations. These
translate to yet higher interest cost per rupee sales — which further increases the possibility
of debt defaults in years of bad sales. These negative aspects are covered up by excessive opti-
mism: wage costs are often targeted at levels below the healthy firms, as are variable costs.

2.3.10 Things are considerably worse if one questions the assumptions on the basis
of which OAs build forecasts. There is sufficient evidence to suggest that many OA reports
use inflated sales forecasts to impart a false viability to the rehabilitation projects, so
as to generate the "stipulated" debt service coverage ratio (DSCR) of 1.33. Often, slightly
lower sales projections suffice to generate negative net present values at very modest
discount rates. With such assumptions, these packages typically fail to rescue sick firms,

and instead bequeath scarce loanable funds and immense arbitrage possibilities to private
promoters at very low costs.
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'3 : SICA and the Working of BIFR

3.0.1 The Sick Industrial Compames (Special Provisions) Act of 1985 (SICA) 1ays
down the legal framework for reorganizing the affairs of a sick industrial company. It was
framed to allow "timely detection of sick and potentially sick companies", to expeditiously
provide “preventive, ameliorative, remedial and other measures”, and ‘to-enforce such
measures. S

3.0.2 This chapter addresses two important issues: (i) the definition of sickness given
in SICA, and (ii) the performance of the Board for Industrial and Financial Reconstruction
(BIFR) since 1987. Regarding BIFR, this chapter only looks at the administrative functioning
of the Board: delays in decision-making, the seemingly endless loops that proposals go
through, the effects of adopting a consensus approach, and the problems of. mistaking
reorganization for "rehabilitation”.!

3.1 Why the definition of sickness is a barrier to restructuring °

3.1.1 SICA was framed to promote fast reorganization of sick industrial firms — a
process that was earlier replete with long delays due to multi-point administrative clearances
and tardy High Court procedures.> For an industrial c‘ompany to be sick,? SICA requu‘es
it to

a) be registered for at least seven years, Co

b)  incur cash losses for two consecutive years, including the current year and

¢) - have cumulative losses that wxpe out its net worth, e

312 . The proposed amendment to SICA (passed by the Rajya Sabha in August 17992,

but not as yet by the Lok Sabha)} has altered the criterion somewhat: firms only need to be
registered for five years, and cash losses for two successive years has been eliminated.- ~

! Chapter 4 examines the other aspect of BIFR performance: whether 1t has consxstemly made correct and
economically justifiable decisions.

2 The backdrop to the legistation was provided for by the Tewari Committee Report (1985). It obseérved that (i)
industrial sickness was increasing over the years, (ii) there was a multiplicity of conflicting laws, (iii) there was
hardly any coordination among the different agencies involved in restructuring, and (iv) the existing institutional
framework was inimical to making quick decisions regarding a growing number of sick firms. Accordmgly, the
Tewari Committee recommended the need for a new enabling law, and also presented a model bill. Much of

SICA is a recognition of several aspects of this bill.”
¢

3 Section 3(n) of SICA defines "industry” as those activities specified in the First Schedule of the Industries
(Development and Regulation) Act of 1951 (IDR Act). It excludes "ancillary undertakings” 2s defined in section
3(aa) of the IDR Act, as well as "small scale industrial undertakings” under section 3(j). In the original SICA,
public sector firms were also excluded. This has been subsequently amended to accommodate central and state
public sector industrial enterprises.
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3.13 The preamble of SICA states an important objective of the Act: "timely
detection of sick and potentially sick companies". However, the definitions (existing and
proposed) are inconsistent with this. To illustrate this, Table 3.1 highlights some indices from
a sample of 34 sick (BIFR) and 30 healthy textile mills, as well as 18 sick and 26 healthy
firms in the engineering industry.

Table 3.1 : Comparing sick and healthy companieé, textiles and engineering, 1987-1990

Indices Existing SICA Proposed SICA Healthy firms
delinition definition

TEXTILES
Pre-depreciation operating - 75 - 6.1 16.5
profits (Rs. crores)
Net worth (Rs. crores) C 212 -18.5 90.5
Debt-equity ratio 8.4 7.6 .39
ENGINEERING
Pre-depreciation operating - 5.7 — 4.5 ) 10.8
profits (Rs. crores)
Net worth (Rs. crores -15.2 —12.5 63.7
Debt-equity ratio 5.4 4.6 2.7

Source T.C.A. Anant, Shubhashis Gangopadhyay, Omkar Goswami, Industrial Sickness in India: Characteris-

. tics, Determinants, and History, 1970~ 1990, Paper #6, Studies in Industrial Development, Ministry
of Industry, October 1992.

3.14 Since the proposed SICA definition is "looser" than the original SICA criterion

of sickness, one would expect it to detect sickness at an earlier stage. But, the detection is

still very late in the innings. When a company reaches the state where accumulated losses

are large enough to wipe out its equity base and reserves, it becomes extremely difficult,

if not impossible, to design and implement a viable rehabilitation scheme. The data bear

this out. Even if one accepts the proposed SICA criterion, a typical textile mill is officially

identified as "sick" when its aggregate losses have surpassed net worth by a staggering

Rs.18.5 crores, when its annual pre-depreciation operating losses have exceeded Rs.6 crores, -
and when its long term debt is 7.6 times its equity. Analogously, an engineering firm is

considered to be "sick” only when aggregate losses have eroded its net worth by Rs.12.5
crores, when annual losses average Rs.4.5 crores, and when the debt equity ratio has risen

to 5.4. In fact, things are worse than what these debt-equity ratios suggest. An economi-

cally meaningful measure of corporate debt is long term debt plus the excess of current

liabilities over current assets. By this canon, the debt-equity ratio of an average BIFR

textile mill at the time of getting "sick" as per the new SICA criterion is not 7.6 but 14.2,

which makes rehabilitation an even more remote possibility. When such extremal criteria

combine with BIFR’s predisposition towards rehabilitation using subsidized public funds, these

give perverse signals to the promoters of sick firms.

3.1.5 Here lies a contradiction. On the one hand, SICA gives BIFR a carte blanche

to design any restructuring package that it deems fit: rehabilitation, mergers, acquisition,
outright sale, workers’ cooperative, asset restructuring, hiving off unproductive divisions,
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and much more. The Act also overrides all other Acts barring the Foreign Exchange Regula-
tion Act (FERA) and the Urban Land (Ceiling and Regulation) Act (ULCRA).* On the other
hand, its definition systematically identifies patients that are beyond cure. Thus, while
the Act gives a variety of restructuring options, it simultaneously selects candidates on whom
such powers can never be exercised profitably.

3.1.6 The SICA definition is tantamount to intervening too late with poor chances
of rehabilitation. It makes sense if the purpose is winding up of terminally sick, cash drained’
companies. However, the rhetoric of restructuring repeatedly uses the word "rehabilitation”.
For instance, the preamble to SICA speaks of "timely detection” and "speedy determination
.. of the preventive, ameliorative, remedial and other measures which need to be taken”.
Yet, the definition eliminates “timely detection" which, in turn, reduces the prospect of
devising "preventive, ameliorative, remedial and other measures”. The numerous instances
of failed rehabilitation schemes illustrate the fundamental contradiction between the SICA
criterion and successful amelioration.

3.1.7 - Since the SICA definition identifies mostly terminally sick firms, it is logical
to expect winding up to dominate BIFR decisions. Quite the reverse is true. As of July 1992,
1010 cases were admitted by the BIFR (considered "maintainable"), and allocated to its
various benches. Of these, only in 242 cases winding up has been recommended, or show
cause notices for winding up issued.’ In other words, despite the extremal nature of the
SICA definition, only 24% of the cases have been, or are being, sent for winding up.
Here lies another contradiction. While SICA prescribes a very severe measure of sickness,
BIFR — the agency implementing the Act — generally avoids prescribing extreme
unction.

The definitions of sickness in SICA and in the proposed amendment (passed by the
Rajya Sabha in August 1992) are serious barriers to reorganizing unhealthy
‘industrial companies because these primarily identify terminally sick firms. This
ensurées very delayed intervention and, so, reduces the likelihood of commercial
viable reorganization, reconstruction, or rehabilitation. Matters worsen when such
extreme, late-detection criteria combine with BIFR’s preference for rehabxhtatxon
using heavily subsidized public funds. ‘

3.1.8 There is yet another problem with the SICA definitions: they are "backward"
looking and based on the historical book value of a firm’s assets, not its future earning
potential, nor its current realizable market value. The negative net worth criterion simply
implies that the historical value of a company’s assets is less than its cimulative liabilities.
In other words, as per the SICA definition, what matters is that the book value (and not the

3 Indeed, on point of law, SICA is probably the world's most powerful legislation to aid industrial restructuring.

5 All BIFR data are from BIFR, Review of Disposals, September 1992.
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market value) of the firm is less than its current financial obligations.® If there are mo
barriers to asset reorganization, sale, or withdrawal from an industry, then firms can
realize the market value of their assets — which can often be substantially higher than
the book value. Besides, the sale of unproductive or underutilized assets at their market price
need not have anything to do with their historical or current use. For instance, all sick textile
mills in Bombay are situated on prime properties land whose housing value far exceeds their
use as cloth manufacturing units. It is quite possible that a market driven valuation of land
and other assets can suffice to meet all the current claims on the "sick" firm. In other
words, in the absence of restrictions on asset reorganization and sales, the firm is not truly
sick. Unfortunately, SICA, with its emphasis on net worth and, hence, book value, precludes
such an'economically meaningful valuation. Thus, the SICA: definition creates a situation
where the "seemingly sick" firms exceed the quantum of truly sick ones.

3.2A BIFR: an overview

3.2.1 " There are several areas where BIFR’s practices and procedures need
revamping, so that the Board can speed up its decision making process and, so, play a
vital role in industrial and corporate restructuring. '

3.2.2 © . Presently, BIFR isata cross-road: between being an organization that facilitates

innovative, fast-track restructuring, and one that gets overwhelmed by bureaucratic apathy,
by mandatory references, and interminable procedural loops. Unless thére is a radical
departure from past practices, BIFR will rapidly lose credibility in the eyes of banks, financial
institutions, labour, and the firms they seek to rehabilitate, To prevent this, the Board must
conscientiously grade its past performance, and devise alternatives that can make it an active
agency for industrial change. This is all the more important with public sector industrial
companies coming under the fold of SICA and BIFR. o

3.2.3 BIFR was established in 1987. Prior to SICA, the process of restructuring,
rehabilitation or winding up was severely complicated due to divergent approaches followed
by different institutions. This was compounded by the long procedural delays in courts, and
the overlapping jurisdiction of a number of central and state-level acts. A raison d’etre of
SICA was to accelerate the process of restructuring via BIFR, and impart it with much needed
coherence and consistency. BIFR was visualized as a fast facilitation agency, with a single-
point reference and rapid disposal.

3.2.4 Since SICA introduces a first-round hurdle by identifying companies at
very late stages, it is vital to sanction the restructuring or winding up schemes as quickly
as possible, and so reduce further losses and depreciation of productlve assets. Has BIFR
measured up to this task?

6 This obvious economic concept is well understood by the legal profession in other developed countries. For
instance, decades earlier, the late Judge Frank of the United States Courts of Appeals for the Second Circuit
had clearly stated that, "Value is the present worth of future anticipated eamnings. It is not directly dependent
on past eamings”™ — suggesting that for properly valuing a (sick) company, prospective eamings have to
capitalized at a rate that reflects the opportunity cost: Edward 1. Altman, Corporate Financial Distress, John
Wiley, New York, 1983, pp.63-64.
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3.25 . First, some facts about procedures ang case data. From its inception until July
1992, BIFR has received 1673 references, including 57 from central and state public sector
industrial companies. Of these, 1221 were registered. Section 15(1) of SICA makes it
mandatory for a sick firm (satisfying the sickness criterion given in section 3(o) of SICA)
to make a self-reference to BIFR. References can also be made independently by the central
or state governments, banks and financial institutions, or the Reserve Bank of India (RBI)
under section 15(2). After registering a case, the Board conducts a prima facie enquiry.
Typically, this culminates in a hearing which involves representatives of the company, trade
unions, financial institutions and banks, and state and central governments. The parties are
first heard to decide whether the firm is sick as per section 3(0) of SICA. In the period from
1987 to July 1992, approximately 27% of the cases were dismissed at this stage as "not
maintainable”.

3.2.6 For an officially sick company, BIFR examines the feasibility of turnaround.
This can be done in two ways. The company may propose a rehabilitation proposal on its
own, and convince BIFR that the scheme will turn its net worth positive within seven to ten
years. If the proposal is accepted by all parties, then BIFR sanctions the scheme under section
17(2) of SICA. Most 17(2) schemes concern companies that started the process of formulating
a rehabilitation package with banks:and financial institutions even before turning formally sick.
In such cases, the eompanies and financial institutions use the powers of SICA to circumvent
other legal barriers., Section 17(Z}) proposals have two characteristic features: these. are
endogenously determined, and do not require fresh commitment of subsidized funds or large
scale rescheduling of payments.

3.2.7 When there are no feasible 17(2) proposals, and when BIFR believes that it
is "in public interest” to rehabilitate: the company (this is always the case), the Board appoints
an operating agency (OA) under section 17(3) of SICA. The operating agency is usually a
financial institution (IDBI, ICICI, IFCI, or IRBI) or, occasionally, a scheduled bank.” The
OA is supposed to examine the turnaround possibility of the firm, and then submit a report
to the BIFR (the OA report) which either formulates a rehabilitation proposal with all its
conditions, projections, and attendznt costs, or demonstrates unviability and recommends that
the firm be wound up. When an QA approved rehabilitation scheme under section 17(3) is
sanctioned by BIFR, it is called a section 18(4) scheme.®

3.2.8 Finally, if all proposals are rejected by one or more party, BIFR can recom-
mend winding up under section 20 of SICA. Here, BIFR can opt for one of two modes:
forward its winding up opinion to the relevant. High Court (section 20(1} of SICA); or back
it up with sale of assets, and remit the proceed. to the High Court for distribution (section
20(4) of SICA).

7 The proposed amendments to SICA (passed by Rajya Sabha in August 1992) broadens OA to include state level
institutions and professionals ("any other person as may be specified by general or special order as its agency
by the Board").

® Chapter 4 examines several such schemes,
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3.3 Pattern of decisions of BIFR

3.3.1 The BIFR process is very time consuming. There are numerous opportunities
for multiple loops in the procedures which results in the case shuttling several times between
,BIFR and the OA at any given stage. This is in addition to the delay caused by the possi-
bllmes of appeal at every stage in the proceedings. Chart 3.A (next page) illustrates a delay
profile of a random sample of 565 cases that were decided upon by BIFR. The mean delay

'is 749 days; and for 19% of the cases, it took more than three years to arrive at a

decision. These statistics underestimate the delays, for th'ey:do not account for the "pending”
cases — those that have remained undecided until date.

3.3.2 BIFR’s low disposal rate also shows up in Table 3.2 below. The Board’s

performance leaves much to be desired even if one adopted an excessively generous grace

period of three years: 43% of the maintainable cases registered in 1988 remained undecided
in 1990; 41% of the 1989 cases were pending in 1991; and 64% of the maintainable cases
~of 1990 were in limbo as of July 1992, Such procrastination effectively reflects an ex post
(and possible ex ante) disregard towards the opportunity cost of time — a critical factor
in restructuring seriously sick companies.

Table 3.2 : Annual dispoéal rate of cases within BIFR

Disposed | 1987 | 1988 | 1989 | 1990 | 1991 July Pending
Registered - 1992
Year Number
1987 266 2% 16% 4% | 64% ¢ | 78% 85% 15%
1988 215 ° 4% 24% 571% - | 77% 82% 18%
1989 | . 166 | 4% %% , | 59% |67% | 33%
1950 127 ' 6% . | 24% | 36% | 64%
1991 137 1% % | 93%
1992 - |- 103 ; 100%
3.3.3 The main reasons for such delays are:

a) the quasi-judicial nature of BIFR proceedings, which depends on consensus
at almost al! stages, and

b) BIFR'’s clear preference for rehabllltatlon over winding up, unless repeat-
edly proven-otherwise.
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DECISIONS WITHIN BIFR, 1987 to 1992

- CHART 3.A : DISTRIBUTION OF DELAYS IN MAKING
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3.3.4 When a rehabilitation scheme is prepared under section 17(3) and eventually
sanctioned under section 18(4), it implies that no alternative, endogenously formulated
programme could pass muster under section 17(2). This being so, there is always at least one
unwilling party in any 18(4) scheme. Since these schemes are imposed upon all claimants "in
public interest", these are couched in the rhetoric of “sacrifices for the public good". The
combination of "consensus" and "sacrifice" is usually fatal for the company. Sacrifice
brings with it all types of free-rider problems, as agents try to wriggle out of their
commitments. Consensus gives any claimant the right of veto, and implies that the BIFR
process can be only as fast as the slowest party.

3.3.5 All the concerned agencies know how to use the veto power and delay the
proceedings for their own advantage. When a financial institution is convinced that a
company is beyond repair, it vetoes all other schemes until BIFR is driven to a winding up
decision under section 20. Various political compulsions persuade state governments to ask
for fresh hearings to introduce their proposals. Promoters veto original OA reports on the
ground that they have better schemes; three months later they usually present something that
is unviable and unacceptable to BIFR. Consultants prepare estimates of productivity and
profitability that often exceed those of the best firms in the industry. Representatives of labour
wish to introduce a scheme, generally involving heavy write-offs and workers’ cooperatives.
Throughout the process, the debates are carried out without sufficient analysis or understand-

ing of discounted cash flows, balance sheet projections, the market position of the firm, and
the status of the industry.

3.3.6 As the deliberations meander on, the delays create their own complication.
Soon, someone complains that the proposed scheme is out-dated, and BIFR asks the OA to
prepare a fresh scheme, which goes through the same loops. Chart 3.B explains the system.

3.3.7 The other reason for delays is BIFR’s preference for exhausting all possibilities
of rehabilitation. Table 3.3 shows that rehabilitation dominates winding up; and Table 3.4
shows that the option to wind up is taken at very late stages. Of the 911 references registered
until 1991, 132 cases were disposed under section 17(2), while OAs were appointed in another
650 cases: thus, BIFR decided on examining rehabilitation proposals for almost 86% of
the cases that were registered until 1991. The option to wind up an economically unviable
company is taken at much later stages — typically as a last resort. In the first three years after
registration, the emphasis is on rehabilitation. It is only when various proposals fail to get

consensus, and firm's position degenerates even further, that BIFR looks at winding up as
a possibility.
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¥ Determination of sickness

I } CHART 3.B
) ) The BIFR process
Feasible to turnaround Infeasible
Section 17(2) 17(3)
l . I . Totally infeasible
Fails Succeeds Rehab in public h ¢
- interest: 18(4) Show cause for
winding up
J | —
OA appointed Objection No
| e Obj
Draft scheme Overruled
I
BIFR hearings I_Winding up

Consensus .___I__ No consensus

l . New s!cheme
Sanctioned
I
Falils Succeleds

:

-»

Table 3.3: Disposal of BIFR cases as of July, 1992

Rehabilita- Winding Number of
1

Year |— | tion: 17(2) + up: Pendin; cases
* l s 184 18 ‘g 20p1 e

e 1.
1987 12% 43% ss% || 30% || 15% 266
529 || 30% 18%

1988 16% 36% 215

1989 25% 28% . 53% 14% 33% 166

1950 15% 15% 127

Total 14% 29% 43% " 19% " " 38% 911

30% 6% 64%
1991 4% 2% 6% II 1% " 93% 137

Note: 1: Excludes cases dismissed as non-maintainabie under section 17(1).




Table 3.4: Rehabilitation versus winding up in BIFR

Disposed 1987 1588 1989 1990 1991 1992 Pending
Registered

P e e e—

1987 311 39
17(2) + 18(4) 6 31 40 40 21 8

Winding up 0 8 24 22 15 10

1988 298 40
17(2) + 18(4) 4 43 48 19 5

Winding up 4 10 23 23 5

1989 202 55
17(2) + 18(4) 6 31 40 9

Winding up 0 6 14 4

1990 151 82
17¢2) + 18(4) 7 18 12

Winding up . 0 5 3

1991 155 126
17(2) + 1B(4) 1

Winding up 0 1

Total 1117 o 342
17(2) + 18(4) 6 35 89 126 99 42

Winding up 0 12 34 50| . 57 23

3.3.8 BIFR's distinct preference for rehabilitation over winding up stems from the

belief that firms should be “saved" at all costs — all possibilities should be exhausted before
judging a case to be a lost cause. If a.firm genuinely has the potential of being saved and
revitalized, the discounted flow of future earnings should exceed the salvage price of its
assets. If this is so, then one expects the promoter or any other entrepreneur to furnish a
realistic reorganization plan, and convince the secured creditors of its bona fides. Such

proposals are rare among the so-called rehabilitation schemes sanctioned under section 18(4)
of SICA. ' ' ) :

3.3.9 It has been argued by some BIFR members that they purposely stress upon
rehabilitation because of two reasons. First, the preamble of SICA states the need to take
"ameliorative” and "remedial” measures “in public interest” — which ought to be interpreted
as rehabilitation. Second, they feel that there is need to counteract the eagerness of banks and
institutions to get rid of bad cases, and opt for winding up.

3.3.10 However, just the reverse is true. Bad accounting norms and poor
provisioning among secured creditors induces banks and institutions to continue their
exposure in sick firms, and support otherwise untenable rehabilitation projects.® Unsatis-
factory provisioning implies that many loans to sick units have not been sufficiently written
down in the books of banks and institutions. Winding up immediately forces secured creditors
to fully provide for such exposure, and write down the value to zero. Since this looks awful
in the account books, most banks and institutions have been traditionally reluctant to push
for winding up of unviable cases. Until tainted accounts are clearly identified and properly

9 This is discussed in detail in Chapter 4.
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provided for — a process that wilf take another three years if the Narasimham Commit-
tee Report is faithfully implemented — banks will continue to be biased towards servicing
questionable industrial accounts {via rehabilitation), instead of writing them off as bad
debts (through winding up). Given this inherent bias, the BIFR need not be an additional
guardian of rehabilitation.

3.3.11 The Board’s partiality towards rehabilitation has had three serious conse-
quences:
a) It has lengthened the process: increased the number of rehabilitation proposals that

are presented and contested by various parties.

b) It has prevented BIFR from credibly using the threat of winding up to force quick
consensus: Winding up under section 20 of SICA is an area where BIFR and the
Appellate Authority (AAIFR) does not require consensus. The most expeditious way
of forcing parties to behave responsibly is to use a time-bound threat of winding
up. This is particularly true if the threat is section 20(4): where BIFR can sell the
assets of the company "in any such manner as it may deem fit", and forward the
proceeds to the High Court for distribution.

¢) . Ithasgiven tremendous opportunities {o unscrupulous promoters and, occasional-
ly, state governments to delay matters.

3.3.12 In theory, delays are supposed to be capped: SICA stipulates cut-off dates for
all parties. A sick company has to make a BIFR reference within 60 days of finalization of
audited accounts [section 15(1)]; the OA has to submit its first report by 60 days [section
16(3)]; appeals to AAIFR must be made within 45 days of a BIFR order [section 25(1)].
However, there are no bounds on the time taken by BIFR and the Appellate Authority
(AAIFR). Until quite recently, all appeais were pending for more than a year because the
new AAIFR bench was not appointed!

3.3.13 To conclude, even in a purely administrative context, BIFR definitely needs
many changes in its style of functioning. Votaries of status quo might have had some basis
if BIFR succeeded in either turning around many operationally viable companies, or swiftly
liquidated and sold the assets of several unviable ones. Unfortunately, BIFR’s success record
1s not very impressive.

3.3.14 Whatever data are available within BIFR confirm the general view that Board
has been unsuccessful in rehabilitating firms. Between 1987 and July 1992, 1010 cases were
registered, allocated, and considered maintainable by BIFR. First, the clear cases. Of the
1010 firms, only 49 — less than 5% — have officially turned around.'® BIFR declared
64 schemes to have clearly failed: these had to be re-opened. Of these, 19 had to be wound
up — again emphasizing the fact that firms are often “rehabilitated” when these should have
been wound up. For the rest, the picture is grim enough. In 1991, BIFR published follow-up
data on 164 of the 203 rehabilitation schemes sanctioned in the year. Of these 164 compariies,

19 Of these, 27 were merger cases — which underscores the importance of mergers, and the need to remave
barriers to merging of companies in the Income-Tax Act of 1961.
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62 continued making losses; for anotlher 39 firms the schemes failed and had to be re-opened.
Thus, 62% of the sanctioned schemes had failed one way or the other. This failure rate
suggests the need for major changes in (i) the way BIFR appraises projects, and (ii) its
administrative structure and manner of functioning. The former is analyzed in Chapter 4. The
latter is discussed in the next section.

|
The BIFR process is very time!consuming. The main reasons for delays are:

a) the quasi-judicial nature of BIFR proceedings, which depends on consensus
at almost all stages, and -
b} BIFR’s clear preference for rehabilitation over winding-up, unless repeated-

ly proven otherwise. l

[
The combination of "consensus' and "sacrifice" is usually fatal for a sick company,

BIFR’s partiality towards rehabllltatlon has had three serious consequences:

a) It has lengthened the px;ocess.

b) It has prevented BIFR f rom credibly using the threat of winding up under
section 20(4) of SICA to force quick consensus

c) It has given tremendous opportunities to unscrupulous promoters and,
occasionally, state governments to delay natters.

|
|
3.4 Suggestions for changeI

|

3.4.1 All suggestions made here are driven by a fundamental premise:

The responsibility of mdustr:al and corporate reorganization must shift from
secured creditors and the Staqe — as it is presently the case — to the defaulting
debtor firms. i

|
Without this, there can be no real reform in corporate and industrial restructuring. Further,
BIFR’s approach must be anchored in the changed economic environment: to move away
from the primacy of protection and nurturing the sick, to commercial viability subject
to some socio-economic constrainis.

3.4.2 The problems of BIFR stem from a confusion about its role. Is it an
arbitrating body that facilitates speedy reorganization? Or is it a body of experts in finance,
industry, management, mergers, taxation, and corporate law trying to formulate schemes of
industrial restructuring? As it stands|, with the present composition of BIFR, it is very unlikely

|
|
|
|
|
| 2
|



that the Board will be able to consistently perform the latter role.!! There are practical limits
to the ability to staff either the BIFR benches or the secretariat with top class financial and
technical professionals, who can consistently give well reasoned, expert opinions. Even if such
staffing were possible, BIFR would only duplicate the appraisal work that is done by the
financial institutions — who at least ought to have the monetary stake to avoid making
incorrect decisions.!? This leads to the first suggestion.

The only operationally significant basis for BIFR should be that of being a fast-
track facilitator and, occasionally, an arbitrator.

3.4.3 This leads to a number of suggestions that can be implemented in the very short
run, and will expedite the purely administrative process within BIFR. These suggestions can
be immediately implemented.

F:irst, a BIFR hearing should be a forum for decision-making, not for seeking
clarifications, explanations, or stating the Board’s reservations about the prepara-
tion of a scheme. These can be settled well before a heanng

Second, BIFR should dictate an abndged version of its decision in the presence of
all parties before formally closing or adjourning a hearing. This synopsized version
should highlight the basic decisions and indicate the date when the full text will be sent
to all parties.

Third, BIFR should end each hearing with the bench members giving a specific
date for the next hearing, if it is necessary. Not giving specific dates after hearings,
and relying on bench officers has played a role in increasing the time delays.

3.4.4 Presently, the BIFR consists of a Chairman and six other members. With public
sector firms having entered the fold of SICA, this is wholly inadequate. This short-staffing
at the bench and secretariat level is yet another reason why (i) hearings get delayed and (ii)
cases are often determined without sufficient analysis and sound briefing.

11 Section 4(3) of SICA states that BIFR members should have "special knowledge™ in, and "professional
experience of not less than fifteen years in science, technology, economics, banking industry, law, labour
matters, industrial finance, industrial management, industrial reconstruction, administration, investment,
accountancy, [or] marketing”. Most of the present members of BIFR are retired or seconded officers from the
Civil Services. ’

12 A the financial sector reforms get implemented — particulat]y transparency of accounts, néw health codes,

better recognition of tainted'accounts, and more adequate provisioning — the incentive for banks and institutions
to formulate economically sound reorganization packages will be greater than ever before.
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The government must fill the ex1stmg vacancies in BIFR at the bench level by
appointing eight members who are experts in finance, taxation, and corporate law.

It is quite likely that recognized experts in the field will not wish to serve for longer
than two years. Nevertheless, it is|far better for the future of industrial reorganization
to employ experts for two years than to get generalists who are willing to serve for five.

3.4.5 It is unlikely that the government will meet much success in staffing the BIFR
secretariat with acknowledged experts in finance, taxation, industrial management, and
corporate and commercial law. Thertrfore it 15 necessary to simultaneously implement two
remedial measures. i

First, there has to be a systematlc upgrading of human resource and skills within
the BIFR secretariat with experts being frequently brought in to conduct highly
focused workshops and seminars on appraisal, on discounting, on cash flow
analysis, and on industrial and corporate law.
| .
Second, the BIFR must empane' a large number of experts on finance, taxation,
corporate law and industrial management, and seek their opinion on various
matters concerning corporate rePrganization. Outside expertise can only enhance —
certainly never diminish — the stature of BIFR,

3.4.6 BIFR should recognize the power of winding up under section 20, espécially "

as an instrument for expediting th-la process of decision-making and arbitration.
|

! :
It is absolutely essential that BIFR use the provisions of section 20(4) more fre-
quently — not only to expedite the sale of economically unviable firms, but also
as a threat to force the pace of decision-making and consensus among various
parties.

3.4.7 BIFR has observed thllt in the few instances it had ordered winding up under
section 20(4) and had asked the OA to manage the sale, the proposals were turned down by
the operating agencies. The financial institutions (as OAs) argue that they do not have the
expertise to sell such companies. In its present state, BIFR should not take upon its
organization the task of selling compames it neither has the expertise nor the manpower.
Moreover, the sale department of BIIFR will run the risk of ending up like the offices of the
Official Liquidators of High Courts |- riddled by delays, procedural wrangles, and charges
of corruption. Thus, there is tremen'dous need for promoting and encouragmg alternatives.
The new Companies Bill (tabled n} May 1993) explicitly recognizes the need for such
alternatives. Section 518(1b} of the Bill allows for a panel of professional liquidators,
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27




that SICA is meant to promptly decide, through a single facilitating agency, the case for
reorganizing ailing companies eithcr through feasible reconditioning of its assets and
liabilities, or through rapid windirrg up and quick sale and distribution of its assets.
Changing the preamble is not a sem?.mic issue in India. Unlike many other countries, the
judiciary in India places much importance on preambles. It is necessary that the draft be
immunized from frequent economic misinterpretation. In an increasingly complex industrial

and trading world, one cannot afford to be loose with words, and so create scope for ultimate-

ly detrimental interpretation. ‘

' I
3.4.11 There is absolutely no valid reason why it should be mandatory for a sick
industrial company to make a self-rieference to BIFR. The only thing this does is increase
the scope of government inlervention| in corporate activity.

A sick company’s-own reference to BIFR should be voluntary, not mandatory.
Section 15(1) of SICA states th'xt when a company becomes sick, it “shall“ make -
a reference to the Board. This has to be changed to "may"

First, voluntary reference does not prevent others from referring the case to BIFR.
Section 15(2) of SICA allows the central and state governments, Reserve Bank of India, and
the secured creditors of a company {o make a reference to BIFR. Second, all other things
being the same, making the company ’s own reference voluntary will reduce the m:mber
of cases that get registered with BIFR and, hence, lessen the administrative burden.
Third, and more. significant, it wnll give freedom to the firm and the secured creditors

to work out a reorganization package outside of BIFR if they so choose — and freedom
to choose is a cornerstone of basic ieconmmc reform

3.4.12 In this chapter, it has b!een clearly demonstrated that the existing and proposed
definitions of sickness are wholly inadequate in recognizing firms at early stages of their
malaise, There is an urgent need for-a criterion that allows for early detection. However,
the problem with early detection is that it will immediately result in more cases, even when
references are voluntary. Given the present procedures of BIFR, the Board will get over-’
whelmed by this growth in referencesi and rapidly degenerate to the levels of Courts. Hence,
a definition that detects incipient sickness can work only if the scope of BIFR and SICA
is fundamentally restricted to wh'llinntters the most — single-point facnlltatmn and fast
arbitration. l

3.4.13 Once this is accepted + as indeed it should — it automatically follows that one
will need a radically different SICA ‘to aid fundamentally different ways of reorganization.

What is urgently needed is an overhauled SICA that combines five features in an
integrated and consistent manner.

|
a) - The onus of reorganization must shift from the state, BIFR, and secured credltors
‘to the defaultmg debtor.
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b} It should be possible for the secured creditors to detect incipient sickness and
facilitate the debtor firms to take corrective measures well before the net worth
of these firms turn negative.

c) BIFR should be geared towards facilitation and quick arbitration.

d) " References should be voluntary, giving the firm and its claimants the freedom to
choose without third-party intervention.
€e) The basis for industrial reorganization should be economic viability, subject to

social constraints, and not the other way around.

3.4.14 These principles can be integrated in a consistent way only the new SICA
follows the outline and prmcxples given in page 30 below.

3.4.15 Because the new definition identifies ailing companies at their very incipient
stages, the probability of an endogenously prepared scheme failing to get consent and being
sent for wmdmg up is far lower than if the company came for a panacea when its net worth
tumed negative. '3

3.4.16 The proposal outlined in page 30 only looks radical, and that too in comparison
with the present law and its procedures. In fact, the suggestion is hardly "radical", merely
"rational". This is the way in which restructuring is done in most industrial countries. It is
incentive compatible. It substitutes an exogenously determined, often unpalatable package for
an endogenously determined one. It limits the scope of BIFR and, thus, increases its efficacy.
And, it being endogenous, it promotes creative restructuring, mergers, and acquisitions,
instead of thrusting packages that are justified by the notion of (non-implementable) sacrifices.
Without this enactment, the changes will be cosmetic.

3.4.17 To create further scope for debate, the Committee has prepared a draft bill that
seeks to amend SICA along these lines. This is given in the Appendix that follows the chapter.

3.4.18 There is constitutional barrier which ensures that SICA (a centrally legislated
Act) cannot override the Urban Land (Ceiling and Regulation) Act (ULCRA). ULCRA is
legislated under Article 252 of the Constitution under the consent and request of two or more
state governments, and cannot be overridden by any centrally legislated Act. However, there
is no legal or constitutional reason why SICA cannot override FERA — another centrally
legislated act. The only reason why FERA dominates SICA is the archaic fear of foreigners
taking over our national industries — which has played no mean a role in stymieing the
industrial and technological growth of the country, In the present environment of economic
reform-and liberalized industrial activity, there is no economic rationale for this kind of
xenophobia. :

3 These is a minor risk. If a firm knows that it can get a second chance, it can ensure failure in the first stage
to gain the extra time of sixty days. However, this downside is trivial compared to the fact that it now takes
an average of 749 days to arrive at 2 BIFR decision (excluding the time taken for appeals at the AAIFR).
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3.4.19 Penultimately, there is an urgent need for creating fast-track recovery

tribunals, without which one cannot shift the onus of restructuring on to the defaulting
debtors. In this, there is great merit in adopting the recommendations made by the Reserve
Bank of India’s Commitiee on Legal Aspects Relating to the Operanons of Banking and
Financial System (1992).

There should be five Recovery Tribunals only for recovering corporate debts to
secured creditors. These tribunals must be self-financing: salaries and expenses
paid by the banks and financial institutions. The presiding officers should have
experience in commercial litigation. The tribunal shouid only cover cases exceeding
Rs.50 lakhs. There shculd be a "complete code for recovery", i.e. consistent and
closed, which can then maintain an independent jurisdiction of these tribunals, and
so circumvent the problems of overlapping jurisdiction.

3.4.20 Finally, a few paragraphs of warning. Disenchanted by the past performance
of BIFR, many have argued that the Board be de facro re-oriented towards being a fast
winding up court or tribunal. In the present framework, this looks like an attractive short term
panacea to industrial sickness. It is not. First, there are many firms which can be reorganized
without resorting to winding up. These companies should gain the benefits of rapid restructur-
ing that SICA confers. Second, given its present organizational structure, one cannot profit
ably align BIFR towards winding up under section 20(4) of SICA. The only winding up that
is expeditious is under section 20(4). Yet, BIFR does not have the expertise, the personnel,
the organizational incentives, and the orientation to behave commercially — quickly sell the
assets of an economically unviable firm under section 20(4).

3.4.21 Therefore, it is suggested that, in the short run, the government shou!d utilize
BIFR and SICA more creatively, SICA is a very powerful facilitating act, and the govern-
ment must use its overriding provisions to expedite restructuring, For the immediate future,
this can be done by implementing some of the suggestions outlined earlier:

. put a 150-day cap on BIFR decisior making, barring which the deeming provision
comes into play,
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. fill the benches with energetic, reform-oriented professicnals who believe in the
need for rapid restructuring,

° instruct BIFR to use (or threaten to use) the 20(4) provisions more often, and

. ask BIFR to immediately enlist the services of professional valuers and auctmneers
on commermally attractive ciommlssmns

3.4.22 However, even in the slightly longer term, there is no alternative to redrafting
SICA to incorporate the principles and provisions stated in paragraphs 3.4.9 through 3.4.15.
This move will send signals to the world of our determination to restructure firms, and of
our commitment to developing an ecr:momically viable, competitive, and growing industrial
sector in the years to come.
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Appendix to Chapter 3

The Proposed Sick Industrial Companies (Special Provisions)

Amendment Act, 19931

PREAMBLE

An Act to make special provisions with a view to securing the timely detection
of sick and potentially sick companies owning industrial undertakings, the prompt
determination, by a Board of experts,. of restruciuring such ailing companies
either through economically viable reconditioning of assets and liabilities, or
through winding up and quick sale of assets, and other measures which need to
be taken with respect to such companies, and the expeditious enforcement of the

0.

_measures so determined, and for matters connected therewith or incidental there-

CHAPTER I
Preliminary

Short title, extent, commencement and application

(1) 'This Act may be called the Sick Industrial Companies (Special Provisions)
Amendment Act, 1993.

(2) It extends to the whole of India.

(3) It shall come into force on such date as the Central Government may, by notifica-
tion in the official Gazette, appoint and different dates may be appoinied for
different provisions of this Act and any reference in any provision of this Act to
the commencement of this Act shall be construed as a preference to the com-
mencement of that provision.

(4) It shall apply to all the scheduled industries.

Declaration
It is hereby declared that this Act is for giving effect to the policy of the State
towards securing the principles specified in clauses (b) and {(¢) of Article 39 of
the Constitution.

- Definitions .

(1) In this Act, unless the context otherwise requires,

(a) "Appellate Authority" meais the Appellate Authority for Industrial and
Financia’] Reconstruction constituted under Section 5;

! The year 1993 is notional. It is hoped that the bill can be introduced this year and, hence, 1993.
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(¢) “Chairm ““means the.Chaifman 6fth& Board or, as the case may be, the
Appellate Aumom}.y,

(d) “"company" means dictitipany 4§ defined in Section 3 of the Companies
Act, 1956 (1 of 1956), and includes Government companies as defined in
raieh :-Sectlon +617:0f that’ Act Sy e wends fsr"'r fa sik. v‘“:c*;' u‘ TR R

\ﬁ 37y l.l ‘”' Nt l =
i . ru"w ey
(f)i e r"any other company ‘means a company deﬁned under ‘Section3(d) above,

wiswbut motidne! rndUSmal-ECOmpany-u-u-nder 'Sectiofii3(e) above-or:Section 3(g)
below; o

N

(8 “industrial undertaking" means any undertaking pertaining to a scheduled
industry carried on in: rone or'miore factories by any company but does not
include (i) an ancxllary industrial undertaking as defined in clause (aa) of
Section 3 of: thefIndustney (Deve Ioi:)ment and Regulatlon)”Ac”tf‘ '195 1 (65

tainaiof 1951);wnd (11)"'aasrnall deale dndustrial undertakmg as*"deﬁned in clause
() of the aforesaid Section 3; EOUL oA sarnbii A

(h) "Member" means a Members'of: the Board,6t, as thé’case rnay ‘be, the
Appellate Authonty and mcludes the Chairman thereof

800 1ismse s lETing hu 58 sish fdone ao "‘Juf, (JJ i sines Henn ol

lotifiGaticn™ mean§ &5 notrﬁcatron pubhshed in“th! offic:la.l1 Gazette;

KMN A PR aopoTalE s boo A 20i 30 2000 TVe TN YT HD

~ Ny

Foperatifig>dgencyy Thedfi§aty’ pubhc ﬁria’nc:al msntutxon State level
institution, scheduled bank or any®other ; person as'may'be specified by
general or specral order as its agency by the Board;

il f\f’ui.r 1 bolnbadad on i of ‘-l'—}u;.. HJ;‘"* 3

(k) “prescribed" means prescnbed by rules made under this Act; .

e \! F“'ﬂr \-‘5.1 ra

e

'3"3‘_ (1)‘ o "pubhc ﬁnanc1al msntutron means any of the followmg mstrtutrons

o
]
ot
By

-----

(7 of 1913), () the Industrial Finance Corporatlon of India establlshed
under Section 3 of| the Industrial Frnance Corporatron Act 1948 (15 of
1948); (iii)* ‘thie" Industrrai Development ‘Bank of India’ Yéstablished under
Section 3 of the In}dustnal Development Bank of Indra Act, 1964 (18 of
it 15l 1964)'“(1\:) the Iridustrial ‘R ' Bank’ of Indla established under

i

Séction 3 of the Industrial ‘Recbhstruction Bank of India Act, 1984 (62 of

! These sections of The Compames Act will have 10, be altered when the new Compames Brll of 1993 gets

legislated a$ ‘an’ AL

st D ey etV Dvobnagnl 5 oy Dol ot Jel U on
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RO INGTG Vet 1984); ¥(V) ¢ such ‘gthér “msututlons as ﬂ1e Centwraﬂlﬁ Govemn%ent may, by
notification’; spec:fy, ProVided'that nd msntukflon {Haifbesd specxﬁed unless
it has been established or constltuted by or under any Central Act, or not
less than fifty-one per cent of the pald up, share, capltal of such Ainstitution

ot g Reld ‘0T idontrolied by the ‘Cefitral’ GoVemment or by any oné or more of
the institutions mentioned in sub-clauses (i) to (LV) or partly by the.Central
. PO ,‘..‘ . M R A T T P ) i
FUADT 3R 2 ‘Govemment and‘partly‘by"oneo morg of ned i
vnd seoiid o 01 6lalises (I) to* (1V): st aftd SLERIAR ¢

BT 1A usiaven inineos) "Jiﬂnﬁmt’ h e

(m) "Reserve Bank" means the Reserve Bank of India consntuted‘p‘n]derdSecnon
3 of the Resérve Bankdf Indid A, 1934 @ of 1934y itk

Y Y Sehediled ik meane K bank ol thd e Beiiy 1ncludcd1nthe ”Secor'}'a
Schedule to the Reserve Bank of India Act, 1934 (2, of 1934), -

RO OADY e ST Hi andn o auiyioz o f").jt?' AR RIS LI R TC Rt 6 i3
L eSS

(0) "scheduled industry" means any. of the 1ndustnes spec1ﬁed for_the time
e wiuat ograiy Cheing i the Fifst Schédiil (e Tndusifies (Development ar.d Regulanon)
Act, 1951 (65 of 1951); HEER

AT 2r am(p) 2utsick ifustrial cor‘riﬁth‘y""*’mean% 2 Sl companv (hemE a company
registered for not less than five years) which has either (i) Failed in its

obligations to pay interest on term loan taken from pubhc ﬁnanmal Jinstitu-

smed agasts o tion forfasperiod exdéeding 180 days penod in any ﬁnanma’l ear or (i)
whose overdraft or cash credit account(s) have beén ‘out of order for a

penod exceedmg 180 days in any financial year. =~ . .. ..
L AM0T2 en ornReg aginds cedibusony iy al OF i L 050 SRNRNT e
(q) "State level 1nstxtutton" means any of the followmg institutions, namely:

LE801 AD({) State:Financial' Cotporations "establistied hdér Seétion 36¢ Sectlon 3-A

and institutions notified under Section 46 of the State F1nanc1al Corpora—

tions Aét; 19517 (630f195%)7 (11) Stifé indistrial development corporanons

registered under the Compames Act, 1956 (1 of. 1956), (111) such other

vinolicd 91alisqAnstitutions}: being mmpames andl not belng ubhc ﬁnancxal 1nst1tut10ns
engaged in the development?or ﬁnancmg ‘of industrial undertaklngs as the

Central Government may, by notification, specify; prov1ded that no 1nst1tu-

H-

sHtionsshallibe: so"spemﬁed unless not Iess thanfﬁfty neper cent of the paid-

3

1Y upsshare capltai thereof 1s- held by any State Government or Governments

in sub-clauses (1) and (n) and partly by Ohie' of thore "Staté Governments.

¥y

sd Hsr@)nicWords: and"expressxons uséd and no‘t'deﬁnedﬁn th1_s ‘ot shall have the rneamngs
ailt 15 ud vxlf)any,;respectWely 4Ssigned to théritintthe’ Comp ies "/ Act”1956 (1 of 1956).
vau fdoifw rWords:and éxpressions: ‘used barwof deﬁned elther in this Act of in the Compa-

Pogprp

vern 5283 2rinies ACtI956(1!0f:1956)  shalltdve' the'tr meamngs “if any, respechvely assigned .

to them in the Industries (Development dnd Regulatlon) Act, 1951'“(65 of 1951).

o7

LE8(3)AT Any referencesin’ thxs At t6 2y Sther Enstmient oF any provxsxon thereof shall
in relation to an area in which such enactment or such provision is not in force,

TN
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be construed as a reference to the corresponding law or the relevant provision
of the corresponding lawl if any, in force in that area.

: CHAPTER 11
Board and Appellate Authority for Industrial and Financial Reconstruction

This chapter consists of eleven sections (4 through 14). Only sections that require
change are stated in full. Otherwise, the sections should be identical to those in the
Sick Industrial Companies (Special Provisions) Act, 1985.

Establishment of Board. No change. Same as SICA, 1985.

Constitution of Appellate Aut|hority. No change. Same as SICA, 1985.

Terms of ofﬁcé, conditions of service. No change. Same as SICA, 1985.

Removal of Members from office in certain circumstances. No change. Same as
SICA, 1985.

Secretary, officers and other employees of the Board. No change. Same as SICA,
1985.

Salaries, etc., be defrayed out|of the Consolidated Fund of India. No change. Same
as SICA, 198s.

Vacancies, etc., not to invalidate proceedings. No change. Same as SICA, 1985.

Members of staff to be public servants. No change. Same as SICA, 1985.
l

Constitution of Benches of Béard or Appellate Authority
|

(1) The jurisdiction, powers and authority of the Board or the Appellate Authority
may be exercised by Berlches thereof.

| .
(2) The Benches shall be constituted by the Chairman and each Bench shall consist
of not less than two Members The Central Government may provide the Board
and the Appellate Authorlty with such other officers and employees as may be

necessary for the efﬁmerllt performance of the functions of the Board and the
Appellate Authority. |

(3) If the Members of a Berllch differ in opinion on any point, the point shall be
decided according to the oplmon of the majority, if there is a majority, but if the
members are equally d1v1ded they shall state the point or points on which they
differ, and make a reference to the Chairman of the Board or, as the case may
be, the Appellate Authonty

Procedure of Board and Appttellate Authority. No change. Same as SICA, 1985.

|
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14 Proceeding of Board and Appellate Authority. No change. Same as SICA, 1985.

CHAPTER III
References, inquiries and schemes

15  Reference to Board

Where an industrial company has become a sick industrial company under Section
3(q) of the Act, the Board of Directors of the company may make a reference
to the Board for (i) obtaining permission to submit a corporate and debt reorgani-
zation plan to the Board within 90 days of registration of the case with the Board,
and (ii) requesting a stay from attachment proceedings for the period of 90 days
from registration of the case with the Board, for the express purpose of obtaining
relief while the company prepares and submits its corporate and debt reorganiza-
tion plan.

Without prejudice to the provisions of sub-section (1), the Central Government
or the Reserve Bank or a State Government or a public financial institution or
a State level institution or a scheduled bank may, if it has reasons to believe that
an industrial company has become, for the purposes of this Act, a sick industrial
company, make a reference in respect of such company to the Board for (i)
attachment of assets in lieu of debt defaults, and/or (ii) submission of debt and
corporate reorganization measures within a penod of 90 days from registration
of the case with the Board.

Provided that a reference shall not be made under this sub-section in respect of
any industrial company under section 15(2) by (a) the Government of any State
unless all or any of the industrial undertakings belonging to such company are
situated in such State; or (b) a public financial institution or a State level institu-
tion or a scheduled bank unless it has, by reason of any financial assistance or
obligation rendered by it, or undertaken by it, with respect to, such company,
an interest is such Compdny.

16 Directions of the Board on receiving references under section 15(1) or 15(2)

»

Upon receipt of a reference from the sick industrial company under section 15(1),
or from the Central Government or the Reserve Bank or a State Government or
a public financial institution or a State leve] institution or a scheduled bank under
section 15(2), the Board will register the case within 15 days of receipt of the
reference(s).

Upon registration of the reference under section 15(1), the Board will

(i)  instruct the sick industrial company to prepare a debt and corporate reorga-
nization plan, and submit such a plan to the Board within 90 days, and
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801 a0 srgrantthesickindustrialcompanyistay fromattachniens ofiproperty’or asséts

in lieu of default ‘for the same period of 90 days while the company pre-
pares and submltsFlts debt-andivorporate reorganization plan, and -
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sanctioned scheme
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(5) However, 1f at the hearing, the sick industrial company S, debt .and corporate
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references) to formulate a fresh debt and corporate reorganization plan and submit
it to the Baard within a further period of 60 days.
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section 16(7), and after ascertaining that the reorganization plan has.twice failed
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to carry secured creditors !representing 75 percent of the secured debt, may opine
that the sick industrial be/wound up, and record and forward its opinion to the
concerned High Court,

The High Court shall, on the basis of the opinion of the Board, order winding
up of the sick industrial company and may proceed and cause to proceed with
the winding up of the sicl% industrial company in accordance with the provisions -
of the Companies Act, 1956 (1 of 1956).

For the purpose of wmdmg up of the sick industrial company, the High Court
may appoint any officer of the operating agency, if the operating agency gives
its consent, as the hquxdator of the sick industrial company and the officer so
appointed shall for the pu1poses of the winding up of the sick industrial company
be deemed to be, and have all the powers of, the official liquidator under the
Companies Act, 1956 (1 'of 1956).

Notwithstanding anything contained in sub-sections (2) or (3), the Board may sell
the assets of the sick industrial company in such manner as it may deem fit, and
forward the sale proceeds| to the High Court for orders for distribution in accor-
dance with the provisions lof Section 529-A the Companies Act, 1956 (1 of 1956).

Suspension of legal proceedings, contracts, etc.

ey

)

Where in respect of a sicllc industrial company, a debt and corporate reorganiza-
tion scheme is being prepared for submission under Section 16, or where an
appeal under Section 21| relating to an industrial company is pending, then,
notwithstanding anything|contained in the Companies Act, 1956 (1 of 1956), or
any other law or the memorandum and articles of association of the industrial
company or any other ins?trument having effect under the said Act or other law,
no proceedings for the winding up of the industrial company or for execution,

distress or the like agamst any of the properties of the industrial company or for
the appointment of a recewer in respect thereof and no suit for the recovery of
money or for the enforcement of any security against the industrial company or
of any guarante¢ in reSpect of any loan, or advance granted to the industrial
company, ‘of no suit for; the recovery of dues to any local authority such as
municipal boards, prov1ders of public utilities, etc., or eviction proceedings under
the Rent Control Act shall lie or be proceeded Wlth further, except with the
consent of the Board or, las the case may be, the Appellate Authority.

Where in respect of a sick industrial company, a debt and corporate reorganiza-
tion scheme is being prepared for submission under Section 16, or where an
appeal under Section 21 relating to an industrial company is pending, then,
notwithstanding anything| contained in the Companies Act, 1956 (1 of 1956), or
any other law or the memorandum and articles of association of the industrial
company or any other instrument having effect under the said Act or other law,
the sick industrial compa:ny will not be permitted to sell or dispose off the assets
of the company except with the consent of the Board or, as the case may be, the
Appellate Authority.
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Only during the period of consideration of any scheme under Section 16, or an

. appeal under section 21, the Board or, as the case may be, the Appellate Authori-

ty, may by order declare with respect to the sick industrial company concerned
that the operation of all or any of the contracts, assurances of property, agree-
ments, settlements, awards," standing orders or other instruments in force, to
which such sick industrial company is a party shall remain suspended or shall be
enforceable with such adaptations and in such manner as may be specified by the
Board or, as the case may be, the Appellate Authority.

“Any declaration made under sub-sections (1) and (2) with respect to a sick

industrial company shall have effect notwithstanding anything contained in the
Companies Act, 1956 (1 of 1956), or any other law, the memorandum and
articles of association of the company or any instrument having effect under the
said Act or other law or any agreement or any decree or order of a court,
tribunal, officer or other authority or of any submission, settlement or standing
order and accordingly,

, (@ any remedy for the enforcement of any right, privilege, obligation and

liability suspended or modified by such declaration, and all proceedings
relating thereto pending before any court, tribunal, officer or other author-
ity shall remain stayed or be continued subject to such declaration; and

(b)  on the declaration ceasing to have effect (i) any right, privilege, obligation
or liability so remaining suspended or modified, shall become revived and
enforceable as if the declaration had never been made; and (ii) any pro-
ceeding so remaining stayed shall be proceed with subject to the provisions
of any law which may then be in force, from the stage which had been
reached when the proceedings became stayed.

In computing the period of limitation for the enforcement of any right, privilege,

~ obligation or liability, the period during which it or the remedy for the enforce-

ment thereof remains suspended under this section shall be excluded.

CHAPTER IV
Misfeasance proceedings, appeals and miscellaneous

Misfeasance ‘proceedings. No change. Same as SICA, 198s.

Appeal

(1

@)

Any person aggrieved by an order of the Board made under this Act may, within
21 days from the date on which a copy of the order is issued to him, prefer an

. appeal to the Appellate Authority; after this date the appeal is null and void.

On receipt of an appeal under sub-section (1), the Appellate Authority may, after
giving an opportunity to the appellant to be heard, if he so desires, and after
making such further inquiry as it deems fit, confirm, modify or set aside the
order appealed against.
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b (2) o *The,Board* may’ for theplipose:of efficient-discharge of its'finctions under this
Act, collect from or furnish to the Central Government, the Reserve Bank, the
S ,nn » schéduled bank or.any ot bank, the! pubhc*ﬂnancml mstxtunon the State-level

s Lol evinstitution).or-the sicks 1nduStr1alscompany and}ifi case’ of amalgamatmn the other
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25 Power to seek the ass:stance of Chief. Metropohtan Magxstrate ‘and District Magis-
trate. No change Same as SICA, 1985
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Where a receiver-or aii official: hhmdator ‘has’ been appointed'in’: any‘ proceedmg pending
immediately before the commencement of this Act, in any High Court for wxndlng up.
of an industrial company. ‘suh’ proceedmg sshall' ot dBaté-But continie in that ngh

Court, and no proceeding in reSpect of such industrial company shall lie or. be proceed;\,
ed with further before the Board ’ SRS L
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(1) ... The provisions of:this.Act‘and-of any-rules o 'sélismes made théfeunder shall
have effect notwithstanding anything inconsistent therewith contained i inany other

wats, oon law, exceptithe prowsxonslof the- Urban Land‘ (Cexhng and’ Regulatlon) Act;1976
LA (33‘ of .1976); for the time beirg- m “force or'in’the- Memorandum ' JArtlcles of

i -.'_- - Association of an mdusmaiJ ‘cofpany or in’ any other mstru_ment havmg effect by
virtue of any law other than this Act. R

42°




29

30

@

@)

Where there has been under any scheme under this Act an amalgamation of a sick

industrial company with another company, the provisions of Section 72-A of the
Income-tax Act, 1961 (43 of 1961), shall, subject to the modifications that the
power of the Central Government under that section may be exercised by the
Board without any recommendation, by the specified authority referred to in that
section, apply in relation to such amalgamation as they apply in relation to the
amalgamation of a company owning an industrial undertaking with another
company,

Nothing in the Monopolies and Restrictive Trade Practices Act, 1969 (54 of
1969), shall apply in relation to (a) the modernization or expansion of a sick
industrial company, or (b) the amalgamation or merger of a sick industrial com-
pany with another company as a result of a scheme sanctioned in accordance with
the provisions of this Act.

Penalty for certain offences

)

@)

Whoever violates the provisions of this Act or any scheme, or any order of the
Board, or the Appellate Authority and whoever makes a false statement or gives
false evidence to the Board or the Appellate Authority, shall be punishable with
simple imprisonment for a term which may extend to three years and shall also
be liable to fine:

No court shall take cognizance of any offence under sub-section (1) except on :

a complaint in writing of the Secretary or any such other officer of the Board or
the Appellate Authority or any such officer of an operating agency as may be
authorized in this behalf by the Board or the Appellate Atthority.

Offences by companies

M

@)

Where any offence, punishable under this Act has.been committed by a company,
every person who, at the time the offence was committed was in charge of, and
was responsible to, the company for the conduct of the business of the company,
as well as the company, shall be deemed to be guilty of the offence and shall be
liable to be proceeded against and punished accordingly:

Provided that nothing contained in this sub-section shall render any such person
liable to any punishment, if he proves that the offence was committed without
his knowledge or that he had exercised all due diligence to prevent the commis-
sion of such offence.

Notwithstanding anything contained in sub-section (1), where any offence punish-
able under this Act has been committed by a company and it is proved that the
offence has been committed with the consent or connivance of, or is attributable
to any neglect on the part of, any director, manager, secretary or other officer
of the company, such director, manager, secretary or other officer shall also be
deemed to be guilty of that offence and shall be liable to be proceeded against
and punished accordingly.
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Explanation: For the purp'oses of this section,
(a) “company" means any body corporate and includes a firm or other

association of individuals; and
(b) “director"”, in‘ relation to a firm, means a partner in the firm.

Power to remove difficulties. No change. Same as SICA 1985.

Power to make rules. No change. Same as SICA 1985.
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4 Appraisal, Financial Sector- Reforms, and Industrial
Restructuring '

4.0.1 This chapter focuses on the close correlation between financial sector reforms
and industrial restructuring. It argues that past practices of banks and term lending institu-
tions — economically unsound project appraisal, inappropriate discounting at opportunity
costs, poor identification and inadequate provisioning of tainted portfolios, and insuffi-
cient capital adequacy. - not only prevented earlfr detection and cure of unhealthy
companies, but also mduced the secured credlto:s to increase thelr exposure in palpably
sick companies. -

4.0.2 Section 4.1 examines a sample of rehabilitation packages:that were prepared
by financial institutions-(as operating agencies or OAs) and sanctioned by the BIFR under
section 18(4) of SICA. Section 4.2 looks at the issue of early detection.” ™"

4.1 Faulty project appraisal
4.1.1 Chapter 3 showed that the procedures of BIFR contributed to the high failure
rate of section 18(4) rehabilitation schemes. Theré is a far more fundamental reason for
failure. Even if there were no delays in BIFR, many of these projects would fail in a
wider economic sense: they are wrongly conceived and incorrectly appraised in the first
place. This is a very strong assertion. It is nor bemg said that schemes fail because of poor
assumptions, faulty projections, and procedural delays. Instead, it will be shown that many
rehabilitation projects are poorly framed, are incentive incompatible, and have high
failure risks, even in the best possible world where all forecasts come true, and where
BIFR decides with alacrity.

4.1.2 The scheme of thlS section is as follows.

a) Explain the minimum condition that must be satisfied before any rehabilitation

(or even a brand new) scheme is approved by the financial institutions, banks,
: or BIFR.
'b) Prove that in the past even the minimal criterion was not satlsﬁed

c) Analyze why this was so: specifically, the role of the rehabilitation gmdéhncs ,':
prescribed by the Reserve Bank of India (RBI) and the ﬁnanc1a1 sector S bad__

accounting practices.

d) Suggest an improved method of appralsal and make some pohcy onentedj

recommendatmns

~a

The minimal assessment norm

4.1.3 A sick industrial company must belong to one of three states. =~ * ~ - 7¢
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a) Very bad in average variable cost as well as average fixed cost compared
. to healthy firms.! These are firms with inappropriate technology, obsolete
plant and machinery, bad product-mix, poor marketing, high labour cost, high
interest burden, and bad financial structure. Unless there are overwhelming
non-economic reasons, the correct decision is to (1) allow these concemns to
rapidly exit from the industry, and (ii) maximize the sale value of all disman-
tled assets, particularly land, to pay as much as possible to labour and secured
creditors in the shortest time.

b) Very bad in average fixed cost compared to healthy companies, but no
worse off in unit variable cost; firms with high burden of committed pay-
ments compared to sales. Because of fixed payment obligations, these units are
poorly insured against bad states; they are excessively leveraged with high
debt-equity and total liability-to-equity ratios; and they have high unit wage
cost — a fixed commitment in the unionized sector. With early detection, these
companies can be tumed around. Here, restructuring entails cleaning up of the
books — part write-down of debt, part conversion of debt to equity, occasional
write-down of equity. This might have to be accompanied by Iabour rational-
ization, sale of unproductive assets, and some extra support to finance relative-
ly modest balancing investments. The point is that the greatest adjustments are
financial, not technical.

c) Very bad in average variable cost, but with relatively good financial struc-
ture and low unit fixed cost compared to the healthier firms in the indus-
try. If restructuring is feasible, it must focus on large investments in plant,
machinery and technology. Financial adjustments are relatively minor, more
in the nature of corrections to smooth out the new debt obligations.

4.1.4 Chapter 2 (Tables 2.7 and 2.8, page 11) shows that (c) is a rarity among the
BIFR companies. Most firms belong to (a) or (b). Significantly, firms belonging to (b) —
bad financial structure, but passable average variable cost — account for a substantial portion
of the BIFR cases.

4.1.5 All BIFR companies carry outstanding debt: unpaid past principal and interest
defaults.? In addition, many rehabilitation packages envisage fresh term loans to finance
modernization, rationalizing labour, payment of unpaid labour dues, purchase of balancing
equipment, and so on. For purely analytical reasons, suppose cne tcok an extreme view that
all past debts are sunk costs.? Despite this extreme assumption, from the lender’s view-
point, 2 minimum requirement is that the project must, at least, repay the fresh loans
at opportunity cost. This cost is not the price of borrowing funds, but the benefit forsaken

! In extreme cases, the going market price may be insufficient to even cover the average variable costs.

2 Usually, the interest default is "funded® and re-issued as a funded interest term loan (FITL) at a subsidized
interest rate which is 6.5 % points below the "normal” rate.

3 Of course, financial institutions must nor adopt this view — which rewards bad entrepreneurs for years of non-
performance, and creates incentives for firms to fall sick. ‘
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by not deploying these in their best (highest risk-return) use.* For our purposes, it suffices
to evaluate fund flows as net present values, discounted at the market rate of interest.’ In

other words, if L is the loan, and R the discounted net present value of repayment flows

(principal as well as interest) evaluated at opportunity cost, then the rate of return on loans,
r; must be such that

R
n==--120.
LI
4.1.6 Two other concepts need stating: (i) return on equity, and (ii) return on

promoter’s contribution. In most rehabilitation schemes, equity, E, consists of three com-
ponents; old equity, promoter’s contribution to the project, P, and write-off/conversion of
past debt. The flow that services this equity is the so-called "surplus” in a cash-flow state-
ment: the residual after meeting all debt, interest charges, reliefs and sacrifices, and all
operating and fixed costs. Discounting this stream at the opportunity cost of equity funds
yields its net present value, S. The opportunity cost of equity funds is the rate of return

“on risk free investment plus an industry-specific premium on risk. For the project to be

attractive to the firm, the opportunity cost return to equity, rr, cannot be negative. Thus,

TEEE—].EO.

Similarly, one can calculate the return on promoter’s contribution, rp evaluated at the
opportunity cost of equity providing funds. This is nothing other than

)
r P = ? = 1 2 0 .
4.1.7 The matrix gives the outcomes involving g, rp, and 7;, and their implications.
el rp <0
rg=0 From the institution’s and the Firm gains at the expense of the

firm’s point of view, the minimum | financial institution. Zone 2.
requirement is satisfied, provided
all assumptions hold. Zone 1.

<0 Institution carries unacceptably high | Project should never have been
default risk, since a firm is unlikely | considered in the first place. Zone
to pay the institutions while taking | 3. '

4 Until recently, the financial institutions evaluated loans at 12% or thereabouts, on the ground that the base rate
was 9% or less. A spread of 3% points was considered sufficient to cover all administrative costs plus risk. In
no economy ¢an administratively determined interest rates for borrowing funds be the proxy for opportunity costs
— far less so in a capital scarce one.

51t can be argued that, with imperfect capital markets, market prices do not reflect long-term, social opportunity
costs. But, all it requires is a two-step procedure. The institutions can evaluale their fresh exposure at market
prices and, thereafter, explicitly write-off a part of past debt, or set it off against equity, to conform to the "true"
shadaw price. To bring parity across borrowers, all new loans need to be evaluated at the market rates; adjust-
ments due to imperfections, externalities, and social needs must be explicit, and only on past debr.
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rpz0 <o

rp 20 " | From the institution’s and the Promoter gains at the expense of the
promoter's point of view, the mini- | financial institution. The firm may
mum requirement is satisfied, lose, but oot the promoter. Zone 2.
provided all assumptions hold. The
firm might make a loss on equity.
Zone 1.

rp<0 Institution carries even higher Project should never have been
default risk, since a promoter will considered in the first place. This is
certainly not pay the institutions worse than r; < 0 & rp < 0. Zone
whiie taking a loss on his equity 3.
contribution. Zone 4.

4.1.8 Do project appraisals always satisfy this minimal assessment norm? Far from
it. Very few section 18(4) rehabilitation programmes prepared by financial institutions
and endorsed by BIFR satisfy the minimal criterion, that both r, = 0, and r; = 0. To
err in favour of the schemes, relatively modest discount rate are used: 15% for loans, and
20 per cent for equity funds. These are underestimates of the opportunity cost of term loans
and equity funds during 1990-1991 — the years when the rehabilitation schemes were
sanctioned. The sample consists of sanctioned schemes of 22 firms: 14 composite textile mills,
and 8 engineering companies. Chart 4.A and Chart 4.B (next page) plot the outcome. These
illustrate major deficiencies in appraising rehabilitation projects. The Appendix to the chapter
gives the data and the results in greater detail.

Financial institutions and BIFR have often sanctioned rehabilitation schemes that
fail to meet the minimal criterion: (a) evaluate fresh exposure at market rates of

interest, and simultaneously (b) secure the opportunity cost rate of return on equity
funds. In 6 out of 12 cases, firms were forecasted to eamn returns on equity that much
exceeded opportunity costs, while the financial institutions lost out on their new
exposure. Only one project covered equity as well as fresh loans.

Financial institutions and BIFR have done worse: only in two projects requiring

fresh funds did the scheme cover the loan as well as promoter’s contribution at

opportunity costs. For & out of 12 cases, the promoters more than adequately covered
. their contribution, while the institutions took a hit on their fresh exposure.

These cases exemplify the fact that projects have been appraised thhout proper
discounting .of fund flows.
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CHART 4.A : Return on fresh loans
versus return on equuty, discounted
at opportumty costs, Rs. lakhs
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4.1.9 Until recently, financial institutions and banks did not evaluate prajects
by using proper discounting rates to calculate sensible net present values, or use internal
rates of return. In the era of "development" finance, there was no felt need for using these
analytical tools. An example illustrates this. There is an inflexible standard that is insisted
upon by the BIFR: a safe rehabilitation project is one that generates a debt-service coverage
ratio (DSCR) of 1.33. There are numerous instances where BIFR has sanctioned rehabili-
tation schemes so long as the simple, undiscounted annual average of the DSCRs equalled
1.33!% Schemes sanctioned on the basis of a simple average DSCR run high default risks.
The firms can, and do, default in the early years; these cumulate and reduce the later DSCRs
as well.

4,1.10 Until now, the critique of appraisal has had nothing to do with the questionable
assumptions often used estimate sales forecasts and fund flows in the rehabilitation proposals.
Excessively favorable assumptions compound the problems that arise due to not discounting
at opportunity cost. Many rehabititation schemes appear viable because of over-optimistic
assumptions regarding the salw forecasts.

4.1.11 According to the Indian Cotton Mxlls Federation (ICMF), the average number
of working days in textile mills-is 325. A sample of 13 OA reports shows a mean of 339
days: 14 days greater than the industry average. For six of these mills, projections are based
on 350 working days, and for another on 356! With such assumptions, the OA reports arrive
at massive sales targets — recoveries that have never occurred in the recent history of the
Indian textile industry. When such projections are buftressed by sacrifices and generous loan
and waiver schemes the projects are always "viable” with the simple average DSCR is always

greater than 1.33.7 When the assumptlons are scaled down modestly, the rehabilitation

packages swmg from posxtwe to negative net present values even at a 12 per cent rate
of discount.®

4.1.12 To understand why financial institutions, banks, and BIFR have disregarded
notions of opportunity cost, net present value, and internal rate of return, one has to turn to
a) the "sacrifices” enshrined in RBI’s guidelines for rehabilitation, and

b) the accounting standards that were followed in the financial sector. _

These became barriers to proper appraisal, resulted in excessive exposure even in terminal
cases, increased future risks of sick firms, and reduced the likelihood of successful turn-
around.

‘Sacrifices, RBI guidelines, accounting norms

41.13  The Tewari Committee Report (1985) on industrial sickness had argued that
the primary effort should be rehabilitation — which would inevitably require sacrifices from

® For most projects, the DSCR during the first three to four years is less than 1, thereafter rising to about 1.5,
When simple averaging produces 1.33, the discounting procedure yields less — often less than unity.

"See T. CA Anant, Shubhashis Gangopadhyay, Omkar Goswami, Indusirial Sickness in India: Initial Findings,
Paper #2, Studies in Industrial Development, Ministry of Industry, March 1992,

8 Ibid., pp.56-64.
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 the state and central governmerits, banks and financial institutions, management, and labour.
. The recommendations regarding sacrifices were subséquently adopted by the RBI, and became
_ the basis for preparing and sanctioning operating agency reports. Box 4.1 (page 52) outlines

the sacrifices that banks, financial institutions, state and central governments are routinely

called upon to make. In addition, there are sacrifices by management as well as labour.’

4,1.14 There are several problems with subsidies that distort prices — and sacrifices
that reduce interest charges are no exceptions.

a) Sacrifices distort the cost of capital in a rehabilitation project. Most units are
projected to reach positive net worth only because of the subsidized cost of loanable
. funds.

"b) Interest rate reducing sacrifices create large arbitrage opportunities and give

perverse signals to promoters and management of sick companies. BIFR’s rehabili-
tation packages give firms the benefit of easier credit, reduced outflows, and lower
rates. These translate to an arbitrage of 5 to 8 percentage points. Since this is
common knowledge, the owners have every incentive to make a poorly functioning
_ non-BIFR firm a BIFR one as quickly as possible. Moreover, there is something
. perverse about a situation in which well managed, profitable, expanding compa-
nies must pay higher interest charges on term loans than chronically mismanaged,
loss-making units.

4.1.15 Proponents of sacrifice speak of the social need to prevent industry from closing
down, to protect labour, and to give firms breathing space to repay past dues. They ‘consis-
tently fail to realize that the combination of BIFR delays, consensus, and sacrifices gives
promoters the signal that everyone will accommodate to keep the firm going, and do so at
prices well below the opportunity cost of funds. Chart 4.B illustrates that the promoters’s
assumptions are valid: financial institutions suffer sizeable losses and, in doing so,
bequeath large rents to promoters. ‘ .

4,1.16 The arbitrage opportunities that these sacrifices create are factored in by the
promoters while negotiating the project. This is why they often agree to schemes where
realistic forecasts yield negative net present values. Promoters realize that the arbitrage
donated by banks, institutions, government, electricity boards, and municipal authorities
allows them to recoup their contribution with remunerative returns within a few years.
Once this is done, inost promoters start reneging on repayments; then, the project fails.

? For management these involve (i) waiver or reduction in remuneration, (ii) foregoing interest on any unsecured
loans made to the firm, (iii) writing-off loans made to the firm, (iv} bringing in fresh funds as promoter’s
contribution to equity, {v) agreeing o management changes and to appointment of outsiders as overseers on the

‘board, and (vi) providing personal guarantees and/or piedge of shares. For labour: (i) agreeing to rationaliza-

tion/retrenchment of surplus staff, (ii) deferring or phasing out retrenchment compensation, (iii) wage stabilization
or reduction during rehabilitation, (iv) ‘not making fresh wage or payment demands, and (v) agreeing to
increasing productivity along recommended lines.
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Box 4.1 : Sacrifices by various claimants during rehabilitation

Banks and financial institutions

1) Interest on term loans to be reduced.
2) All penalties and damages for non-repayment may be waived.
3) Unrealized interest can be funded {(or capitalized) at a subsidized rate, subjecl to review. The

interest can be 10%, 6% or even 0% per year in exceptional cases, The normal repayment of funded
interest is three to five years, extendable to six to seven years.

4) The irregular cormponent of & firm's cash credit {(other than unadjusted interest, which is funded
as (3) above) must be converted into a working capital term loan (WCTL). On this subsidized interest
may be charged.

5) The cash losses of a company coasist not only of 1rregulannes in the cash credit account, but
also of non-payment of workers and other statutory dues, and overdue creditors. The latter liabilities are
supposed to be shared between the participating banks and institutions on a fifty-fifty basis. Anticipated
cash losses during the rehabilitation periods are to be bome by the financial institutions, who are also
supposed to provide the margin money for additional working capital.

6) Additional assistance for working capital is on commercial rates, which may be reduced if state
governments offer concessions. The costs of rationalizing the labour force is met by the financial
institutions and banks on a fifty-fifty basis.

State governments
I)] Exemption or deferment of sales tax, purchase tax and electricity duty for two to five years or
when net worth becomes positive, whichever is earlier. The deferment is either free, or at simple interest

of 12%, with & moratorium of one to two years after BIFR sanctions the scheme. Consideration of sales
tax loans at subsidized interest rates.

8) Deferment of octroi duty and water charges.

9) Deferment of energy dues, including turnover tax or sales tax on electricity.
10) Waiver of compound interest and penal charges levied on.state dues,

11) Deferment of recovery of past state excise dues.

12) Deferment of intecest payment, or funding of interest on outstanding term loan dues of State
Financial Corporations at subsidized rates.

13) Exemption from power cuts, preference in power connections, and protecnon from-unilateral
disconnection. :
14) State governmeats to provide guarantees for fresh loans, if asked for, Moreover, state govern-
ments must not insist on bank guarantees for arrears of dues.

15) Protection from revenue recovery action,

16) Price preference, quota reservations, and assistance in the supply of controlled raw materials.
17 Equity contribution, even where the sick unit is not taken over by the state government.

Central government
18) Exemption or deferment from central excise duty for two to five years. -
19)  Income tax relief for a specified period.

20) Deferment of provident fund, and waiver of penalties on non—payment of PF and ESI dues. Also,
exemption from paying the minimum 8.33% bonus.
21) Preferential supply of canalized items.
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4.1.17 Faulty assumptions aside, pumping in more funds via the sacrifice approach
often worseus the already poor financial structure of sick firms, and exposes it to even
greater risks in the future. Rehabilitation can succeed if it

a) avoids attributes that caused sickness in the first place, and

b) is not based on improbable targets.

Detailed analysis of several OA reports and sanctioned 18(4) schemes indicates quite the
opposite.’® In most cases, these projects exhibit a peculiar blend of over-optimism with
characteristics of acute sickness. Since most rehabilitation proposals follow the loan route —
pumping in more credit at subsidized rates — these translate to unacceptably high debt-equity
and total-liability to equity ratios, even by the standards of BIFR firms. In other words, the
schemes propose a worse financial structure with poorer insurance against bad future
states. These are covered up by excessive optimism; wage costs are targeted at unrealistically
low levels (often below those of healthy firms), as are variable costs. The legion of failed
BIFR-cases under 18(4) highlight such errors.

4,1.18 Until recently, poor financial sector practices have been barriers to early
identification and treatment of industrial sickness. These have also forced a particular
type of error - that of supporting doubtful rehabilitation cases, when economic logic
suggested otherwise. In the past, banks as well as financial institutions followed very unsatis-
factory methods of detecting bad accounts and provisioning for them.!! The loans advanced
to sick units were insufficiently written down in the books of the secured creditors. Inade-
quate provisioning meant that creditors could neither give part write-offs on old debt to assist
a financially. strained but operationally viable company,'? nor demand winding up of
unviable, terminally sick companies — in effect making it a bad debt that required immediate
and full provisioning, which hurt the account books even further. In other words, there were
strong managerial incentives to support very unhealthy, contaminated, as well as terminally

sick accounts.

4.1.19  The suggestions of Narasimham Committee have finaily induced commercial
banks and financial institutions to opt for better health codes to detect incipient sickness, and
to provide for doubtful loans in a manner that approximates the Bank of International Settle-
ments (BIS) standards. Some of the changes are listed below:

a) A non-performing asset (NPA) will now be defined as an advance where (i) interest
on term loans has not been repaid for more than 180 days (two successive quarters),

10 See Chapter 2 of T.C.A. Anant, Shubhashis Gangopadhyay, Omkar Goswami, Industrial Sickness in India:
Characteristics, Determinants, and History, 1970-1990, Ministry of Industry, Studies in Industrial Development,

"Paper No.6, October 1992.

" This was recognized by the Report of the Commiitee on the Financial System (Narasimham Committee),
December 1991, Chapter V. It says, "the capital ratios of Indian banks are generally low and some banks are
seriously under-capitalised ... it is necessary to have their assets on a more realistic basis and on the basis of
their realizable value. Banks and DFI [development financial institutions] have not been following a uniform
practice in respect of income recognition, valuation of investment and also provisioning against doubtful debts”.

12 The RBI was conscious of this, and mandated against write-offs in its guidelines for rehabilitation.,
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b)

d)

4.1.20

or (ii) overdrafts and cash credit accounts remain out of order for over 180 days, or
(iii) bills purchased or discounted are not settled for over 180 days.

To mitigate the strain of providing for NPAs in one year, the government has decided
to reach the 180 day cut-off over three years: four quarters up to 31 March 1993,
three quarters for the year ending 31 March 1994, and two quarters thereafter.

Income from NPAs will be bodked only when actually received, and not on an
"accrual” basis.

A four-tier asset classification: Standard: Not a NPA; Sub-standard: NPA for two
years or less. This carries a general provision of 10 per cent of total outstanding loans.
Doubtful: NPA exceeding two years. In such cases, provision for 20 per cent in the
first year, 30 per cent for the second and third, and 50 per cent thereafter. Loss
assets: Asset is not collectable. Should be completely written -off.

An eight-tier health code classification: (1) satisfactory, (2) irregular, (3) sick, but

under rehabilitation, (4) sick and non-viable, (5) through (8): various forms of
protested accounts.

It will take at least three years for these changes to be operationalized, and for

the new classifications to stabilize and filter down to all branches. When this happens, there
will be very little incentive left for banks or institutions to unnecessarily maintain operationally

unviable industrial portfolios. At that point, there will be better appraisal with discounting
at market prices, and sufficient sensitivity analysis.

It is very important to closely monitor, indeed accelerate, the pace of financial
sector reforms. The faster we implement reforms in the financial sector, quicker
will we be able to restructure her industrial sector. It is in India’s interest to imple-
ment the Narasimham Committee reforms as early as possible. Given this, and the
possibility that commercial banks as well as RBI might prefer to go slow on these

reforms, the Ministry of Finance must force the pace, and ensure that the books are
thoroughly cleaned by 1995.

Remedial suggestions

4.1.21

For any operationally viable firm, it is possible to design restructuring

schemes that reduce the losses (through implicit write-offs) to financial institutions, and
simultaneously secure a good return on equity for the firm. The principles are simple:
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Take any rehabilitation case where
a) the projected return on equity is greater than the opportunity cost rate of

return;

b) the financial institution’s return on fresh loans is at less than opportunity
cost; and
<) the gains in (a) can compensate the loss in (b).

In such cases, alternative schemes can be constructed where

i) there are no write-off on new loans;

it) there is an explicit partial write-off on past debt;

iii)  the new loans and the non-written off portion of past debt are evaluated at
market rates of interest;

iv) the explicit partial write-off on past debt under the scheme is less than the
implicit write-off conferred through interest rate subsidies; and

V) the firm continues to earn a surplus which, when discounted at the oppor-
tunity cost of equity funds (risk free return plus risk premium) equals the

value of equity.

4,122 In the Appendix to this chapter, these principles are illustrated using a case
study of a textile mill whose rehabilitation project was sanctioned by BIFR under section 18(4)

of SICA.

Industrial restructuring requires financial sector reform. It is necessary to closely
supervise financial sector reforin, particularly how institutions appraise projects.

All projects must be evaluated at proper opportunity costs. There should be no
implicit write-off on new loans through interest rate or allied subsidies. If a firm
is operationally viable and has proper management, then banks and institutions
should consider partial write-offs and one-time settlements. These should only be

made on past debts, not on new loans.

Any write-off by financial institutions that gives a firm a return which exceeds the
opportunity cost rate of return on equity funds is excessive: it has basically gifted
rents fo private promoter’s at the expense of public funds. This must stop.
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The RBI’s guidelines for rehabilitation must be altered to abjure the notion of
sacrifices, and instead address the basic issues in appraisal:

i) no write off on new loans; .

if) if a partial write off is necessary, it should be explicit, and only on past
debt;

jiii)  the non-written off expcosure to be charged and discounted at market rates
of interest.

Finally, whenever write offs are taken, these should be in the form of debt-equity
conversions: the financial institution should adjust the write off against some equity
of the sick company. Debt-equity conversion dominates outright writing off: in good
future states, the secured creditor holds profitable equity (which it can sell elsewhere
or back to the company), while in bad states it is no worse than a write-off.

4.1.23 These recommendations are fairly straightforward. After the Narasimham
Comumnittee Report, the financial sector appreciates the need for restructuring itself. These
suggestions integrate financial sector reform with industrial sector restructuring; and, as such,
should be readily accepted by all concerned.

4.1.24 Development finance emphasized the need for disbursing cheap loans
irrespective of proper project appraisal and loan recovery. For instance, government fiats
resulted in vast amounts of term loans being advanced in the heyday of "mini" plants. Money
was disbursed even more generously when mini plants were located in backward areas. No
realistic market determined prices could justify the setting up of mint paper, or mini cement
plants. Yet these were set up in legions without any worthwhile economic or technical analysis
about their feasibility even in the medium term. Moreover, the promoters of such firms
enjoyed the benefits of huge debt-equity leverages ranging from 5:1 to 7:1, which was further
sweetened by fiscal concessions granted by the state and central governments. These plants
suffered from acute diseconomies of scale, and started incurring losses after the first few years
of operation — by which time the promoter had already recouped his meagre capital many
times over. Inevitably, the firms would get sick, renege on term loan repayments and other
statutory dues and, after July 1987, would be registered as BIFR companies to get the
arbitrage benefit of subsequent rounds of subsidized finance. Not surprisingly, most mini
cement and mini paper plants are BIFR cases, and have no hope of recovery under any
realistic scenario. These bear testimony to the worst aspect of development finance: where
loan disbursement and overarching government diktatsregarding "appropriate" technolo-

gy and location dominated sound banking practice — proper project appraisal and
recovery potential. !

B3 In the past, when projects were passed by the Director General of Technical Development (DGTD), or
Controller of Capital Issues (CCl), or administrative ministries, banks and financial institutions considered that
the first level of appraisal was satisfactorily completed. So, with minimal further appraisal, the Project Finance
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4.1.25 - Inthe interim, before banks and term lending institutions can build up a strong
appraisal base, the government should consider a risk minimizing alternative.

‘"The funds advanced by financial institutions for any project — new, ongoing, as
well as rehabilitation — can be in the form of 2 demand loan while the project is
being implemented. If the project is implemented on schedule without any cost
overruns, the demand loan is automatically converted into a term loan with its
appropriate repayment schedule. Otherwise, financial institutions can opt for
recalling their demand loans which, in any case, will carry a higher interest rate.

This, plus a substantially lower leverage than before (i.e. higher promoter’s contribution),
will reduce the risk of funding intrinsically bad projects, lessen the possibilities of arbitrage,
and ensure better control and discipline among both borrowers and lenders. Simultaneously,
financial institutions will have a second chance to evaluate the borrower’s project viability
and stream of future earnings. Moreover, this mechanism will select good borrowers and weed
out. the leverage seekers. It will automatically create an environment for proper project
appraisal and cost control, reduce time overruns, and force borrowers to get need based term
loans and working capital. It will also prevent entrepreneurs from swapping term loans for
working capital requirements.

4.1.26 Finally, it must be stated that proper appraisal is not a very difficult exercise.
It really involves three steps. First, the need to get a good independent appraisal about the
technical, economic, and commercial feasibility of a project. In this, all tradeable products
should be evaluated at international border prices. If the project shows profits despite the
border price assumption, then it is probably a robust one. There are a number of reputed
organizations that can do such an appraisal, of which CRISIL is one. Second, the cash flows

have to subjected to rigourous sensitivity analysis. For instance, if a 10% fall in projected.

sales realization can turn the NPV from positive to negative, then the project is highly
questionable. Third, in the cash flow analysis, all loans ought to evaluated at opportunity cost.
Proper utilization of these three principles should invariably result in good appraisals. And
there is no dearth of technically competent personnel in India to undertake such tasks.

4.2 Early detection and the healfh code

4.2.1 It goes without saying that the earlier one detects irregularities in an account
and takes remedial action, the lesser are the chances of the case becoming terminally sick.
Thus, early detection and quick action are paramount in combatting the problem of industrial
sickness. This was recognized in 1977. According to the Industrial Policy Statement of 1977,
"The cost of overcoming sickness in industry becomes very much more manageable if sickness

Departments sanctioned the loans. Witk the dismantling of the role of DGID and CCI, there is an urgent nee
Jor banks and financial institutions to have competent vechnical and economic expertise in project appraisal -
which does not exist in any ineasure in these institutions.

kY
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can be diagnosed at an early date”. Three years later, the government announced that *Various

all-India financial institutions have set up arrangements to detect sickness in undertakings at
an early stage with a view to taking necessary corrective action. To ensure this the Govern-
ment propose to introduce a checklist to serve as ‘an early warning system’ for identifying
symptoms of sickness” (Industrial Policy Statement, 1980).

4.2.2 Despite a universal recognition of the need to detect incipient sickness, neither
banks nor financial institutions have any objective method of distinguishing such malaise.
And, in the absence of objective norms for measuring sickness, there is a corresponding
absence of well defined, uniformly applicable methods of combatting it.!*

4.2.3 Because of the scarcity of objective criteria for determining incipient sickness,
the scheduled banks use four surrogate methods to gauge the health of a borrower. These are:
a) the Health Code System (hereafter HCS);

b) the Quarterly Review Statement (QRS); and.

c) the Irregular Statement (IS); and

d) the Non-Performing Assets (NPA) system of the Narasimham Committee.

These systems draw information from one or more of the following sources: (i) information
available within the bank itself; (ii) information submitted by the borrower; and (iii) secondary
information available within the banks regarding the firm, the industry, and the economy.

424 The HCS classifies borrowers into one of eight health code categories pre-
scribed by the RBI. These can be grouped as:

Health Code 1 =~ Satisfactory;

Health Code 2 Irregular;

Health Code 3 & 4 Sick: either viable and under nursing, or non-viable;

Health-Code 5 to 8 Various forms of protested accounts.
Detecting incipient sickness clearly relates to any move from Health Code 1 to 2. Unfortu-
nately, the HCS has been unsuccessful in detecting incipient sickness. An important reason
for this is the lack of objectivity. Expressions such as "satisfactory conduct”, "punctual
submission”, "safety of advance not in doubt”, "overdrawn for a temporary period”,
"slow/negligible turnover”, "persistent delay”, or "grave feature observed" are purely
subjective phrases, with no quantifiable content.

4.2.5 The Quarterly Review Statement (QRS) is supposed to be prepared for
borrowers other than (i) branch level sanctions, (ii) identified difficult borrowers, (iii) sticky
accounts, (iv) units under nursing, (v) sick units, and (vi) suit filed, decreed bad and doubtful

14 That there has been poor monitoring of large borrowal accounts is revealed in a RBI circular dated June 22,
1993 (IECD.No.1718/08.13.01/92-93) sent to all scheduled commercial banks. It says: "In order to enable us
to review the efficacy of these [early warning/incipient sickness] guidelines, we shall be glad to learn the precise
system that has been put in place in your bank for the purpose of monitoring large borrowal accounts (Rs. 1 crore
and more), particularly in the matter of verification and valuation of stocks held as security, realisability of book
debts, and intercorporate investments made by such borrowers. " The letter highlights three aspects of detecting
incipient sickness. First, that commercial banks do not follow & uniform guideline, if they follow any guideline
at all, Second, the RBI does not really know what each bank is precisely doing regarding detection and
provisioning. Third, it suggests that neither the banks nor the RBI have a credible, clearly defined, quantifiable
data base on incipient sickness.
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accounts. Because the QRS excludes all accounts other than the "satisfactory™ ones, its
coverage is inadequate and does not serve the purpose of 1dent1fymg sick accounts. Moreover,
the mputs to the QRS are supphed largely by the borrowers. Since most borrowers are
reluctant to provide correct information in proper trme the QRS is “hardly objecuve always
madequate and never up- to-date R -

4,2.6 ° ° The Non-Performing Assets (NPA) system was recommended by the
Narasimham Committee in December 1992, and has been only recently introduced in the
banks. To recapitulate, a NPA is defined as an advance where (i) interest on term loans has
not been repaid for more than 180 days, or (ii) overdrafts and cash credit accounts remain
out of order for over 180 days, or (iii) bills purchased or discounted are not settled for over
180 days. The NPA system has a four-tier asset classrﬁcanon

Standard: Not a NPA. _ _ _
Sub-standard: * NPA for two years or less. This carries a general provision of 10 per
cent of total outstanding loans.
Doubtful: . NPA exceeding two years. In such cases, provrsmn for 20 per cent in
' o the first year, 30 per cent for the second and tlurd and 50 per cent
T thereafter.. - !
Loss assets:” ~ Assét is not collectable. Should be completely writteri-off,

The provisions of the NPA system are being implemented in stages For instance, up to March
1993, for the purpose of provisioning, the norm' was one year’s default mstead of 180 days
Since the NPA has been recently 1ntroduced it is yet to stablhze o

427 " At present, then the Irregular Statement (IS) is the most’ commonly used
instrument for detecting incipient sickness. Being a monthly statement, the IS provides the
management of commercial banks with six opportunities to examine the health of a borrower
within any 180 ‘day period. Moreover, the system of’ subrmttmg IS by ] branches is well
entrénched, and forms the basis for action taken by commercial banks — ad hoc or otherw1se
Thus, reforming the IS is a practical way of addressing early detection. A drawback of
IS as it stands today is that it is a "flash report™: it depicts the health of the unit on a single
day — the date of the statement. To detect’ 1nc1prent sickness on a regular basis, one néeds
to convert the characteristic of a "flash report" into a "flow report”. It is possible to design
such an early warning signal on ‘the basis of information available’ with the bank. The
sequence of events that results in undesirable performance is as follows:

a) Lower- sales . realization. and/or diversion of funds leading to reduced flows routed

through the bank. This is a very common occurrence. :
b) Dishonouring -of bills due to poor quality of products bad market condltlons wrong
" selection of buyers, which worsens the problems of fund availability.

c) These result in accounts beeommg 1rregu1ar cheques drawn by the borrower start
to bounce: o , )
4.2.8 A Commtttee member has done cons1derab1e research in prepanng a Revnsed

Irregolar Statement: (RIS)- which addresses: precrsely this issue.'S In this approach, the
_extstmg classification in the first two categones of the HCS ( satrsfactory and 1rregu1ar )
is replaced by four categones T .

Tz T

15 Hanumant.ha éharya, Heohh Code as&ckne.rr Identr'ﬁer, rmmeo, NCAER, Alpril-1993. E

+ 59




a) Satisfactory Same as HCS classification number 1.

b) Irregular Different from HCS classification number 2. It defines accounts over-
drawn for 5 to 20 days, or where one to 4 cheques have bounced, or
where one to 2 bills or inward cheques have been dishonoured.

¢) Suspect Accounts that are irregular for more than 20 days, or where 5 or more
cheques have bounced, or where 3 or more bills or inward cheques
have been dishonoured. If a case is "irregular” for more than three
months, it automatically becomes "suspect”.

d) MIR Managerial Input Required: Accounts which are classified as "suspect”
on three or more occasions during the previous six months.

The proposed system is not omy transparent (quantitative norms replace qualitative
judgements), but is also very easy to implement. All that it needs is regular up-dating
from a bank’s cash credit ledger (CCL), with minor revisions in the ledger format.

4.2.9 Note, that there is a great degree of similarity between the RIS outlined above
and the NPA system. Indeed, the RIS is an improvement over the NPA system: the RIS
monitors on a mouthly basis, while, by definition, the time unit in the NPA is 180 days.
Therefore, it is a better (faster tracking) method of detecting incipient sickness.

4.2.10 As a test case, the RIS was applied to evaluate accounts of nine major branches
of public sector banks. The results show that the existing Irregular Statement (IS) routinely
underestimates irregularity to the extent of 19% of total commercial bank lending! Nearly
half of this is of a severe nature, and belongs to the "suspect” category. In contrast, the
underestimation by the RIS system is negligible — around 1% of total lending.

4.2.11 The comparison between the RIS and the manner in which the RBI implements
its Health Code System (HCS) is even more revealing. Given below is the comparison
between the RIS and the HCS of the RBI.

Table 4.1 : Comparing the Revised Irregular System (RIS) with RBI’s Health Code

System (HCS)
RIS HCS 1
(RBI)

A. Regular 32.0% 64.0%

B. Irregular 32.0% 17.3%
C. Suspect 8.0% 2.0% |
D. Management inputs required 9.0% N.A "

E’. Recognized sick/weak 19.0% 16.7%
TOTAL 100.0% 100.0% 4
[L * : Health Code 3-8. N.A: Not epplicable H

4.2.12 The exercise clearly shows that, compared to the RIS, that the Health Code

System of the RBI seems to overestimate the number of satisfactorily performing ac-
counts. Borrowers appearing as "suspect® under RIS are classified as "satisfactory® by
the RBI's HCS. More importantly, the RIS classification is quicker in detecting sickness

60



(monthly monitoring versus half-yearly review under the HCS), and is more objective.
Under the RIS, one can demarcate an 1rregu1ar1ty covering 60 to.75 days, or two consecutive

"suspects” as a case of incipient sickness (as against 180 days of the NPA classnﬁcahon) Tt
is also easy to implement. The RIS classification uses only three parameters: duratlon
of irregularity, dishonour of inward cheques and bills, and of outward cheques For finer
detection, banks can make small changes in their ledger format to take into account other
_mformatmn such as changes in sales and receivables.

The RBI should closely examine the Revised Irregular System (RIS) and compare 1]
it with its own health code classification. If it is the case that the RIS ldentlfiw
problems earlier without any great informational cost, the RBI should seriously
consider adopting it to monitor incipient sickness. The RBI argument that the new
NPA system has just been introduced, has not “stabilized" and, therefore, one ought .
not to consider alternatives is meaningful if, and only if, RBI can convince others that
.the NPA system does a good job of identifying nascent disorder. If it does not, then
the argument to remain with it merely because it has been recently introduced will be _
a poor one. - -

42,13 | A fundamental problem of our scheduled banks and financial institutions
. is that they do not keep minimal track of the credit-worthiness of the promoters. It is
often the case that a promoter defaults on the repayment dues of one of his companies and,
yet, continues to get the benefit of additional credit facilities (as a creditor of good standmg)
froma dlfferent bank, as the promoter of yet another company. This is another reason why
there are many sick companies but hardly any sick promoters. Earlier, neither banks nor
financial institutions were terribly bothered about this anomaly. Presently, with the commer-
cial banks having to make heavy provisions as per the Narasimham Committee norms,
there is a growing demand to debar defaulting promoters from simultaneously utilizing
multiple bank and term lending facilities.

4.2.14 In this milieu, there is a strong case to be made for créatmg a common
information base that deals with the credit-worthiness of large borrowers in both their
corporate and individual capacities. This concept is not at all new. At one end of the spec-
trum, it is a fact of life in the "unorganized” credit markets. At the other end, foreign banks
operating in India-use such information extensively in evaluating and monitoring projects.
Issues around this concept have been already discussed by Indian bankers. In a meeting of
the Governor of RBI with the Chief Executives of all scheduled banks and financial institu-
tions on October 28, 1992; the Governor had noted that "in the event of bad behaviour on
the part of a group [of promoters], there should be arrangements for exchange of information
among banks and institutions ... the Bundesbank in Germany as well as the Federal Reserve
of the USA share information with banks in case of defaults of companies beyond a certain
level.” In other words, there is a groundswell of opinion that defaulting promoters should not
have access to cheap credit thanks to inadequate information ﬂows
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H In the first instance, all financial institutions should create a common informatlonj

pool about firms that have defaulted on term lending dues, and list the names of
promoters of such firms. In addition, all scheduled commercial banks should
prepare a similar list of irregularities in cash credit and working capital repayment
for accounts exceeding Rs.10 crores, This list can be ranked according to risk ~
the frequency and magnitude of defaults — and should be updated every quarter.

This data base, with its promoter risk ratings, should be available to all financial
institutions and scheduled banks, and ought to form a basis for making lending
-decisions and project risk appraisals.

It will be useful to have an independent and reputable credit rating orgamzatlon
like CRISIL to take up this task.

At a later instance, the Government might wish to consider that the credit risk of |
promoters be clearly stated in the prospectus of every company issuing shares or
-debt instruments in the market.

4,2.15 ‘Equally, it is important to recognize that defaults are not necessarily
malafide in intent. These could also be due to outdated as well as industry-specific
(instead of firm-specific) working capital norms. The norms devised by the Tandon and

"Chore Committees were in a regime of rigid price and quantity controls. Not only was
.the industry structure per force more stable than what it is now or will ever be, but also there
- was no attempt to distinguish the credit-worthiness across firms in any industry.

In today’s fluid and much more competitive environment, it is necessary to get
away from rigid industry-specific norms, and, instead, device more flexible compa-
ny-specific, technology specific, demand-specific, and product-specific guidelines.

" As in other cases, it may be too difficult for banks and financial institutions to
formulate such proactive guidelines. Therefore, it may be necessary to ask rating
agencies to prepare such norms.
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~ Appendix to Chapter 4 .
A Examples of Unsatisfactory 18(4) Re Rehabllltatlon Schemes

Returns
TEXTILES
Mill A
Implicit write-off on fresh ‘loans (L) -17.9% { RL < 0
Implicit write-off on past debts (D) -14.4% | RD < O
Return on equity funds (E) 65.2% | RE. > 0O
Return on promoter’‘s contribution (P) 530.4% [ RP > O
Implicit write-off on L (Rs. lakhs): -41,59
Implicit write-off on D (Rs. lakhs) ~50.93 | Zone 2 (E)
Implicit write-off on L & D (Re. lakha) ~92.52 | Zone 2 (P)
Return over E {Rs. lakhs) 67.20
Return cver P (Re. lakhs) 143.20
Mill B .
Implicit write-off on L -4.3% | RL <0
Implicit write-off on D -5.2% | RD < 0
Return on E ) -75.1%s [ RE < 0
Return on P -32.8% | RP < O
Implicit write-off on L (Rs. lakhas) -4.61
Implicit write-off on D (Rs. lakhs) -2.93 | Zone 3 (E)
Implicit write-off on L & D {Rs. lakhs) -7.54 | Zone 3 (P)
Return over E (Rs. lakhs) =-95.42 | ‘ '
Return over P (Rs. lakhs} ~15.42°
Mill ¢ : : o
Implicit write-off on L -14.5% [ RL < 0 .
Implicit write-off on D -9.1% | RD < .0
Return on E -13.4% | RE < O
Return on P . 605.2% | RP >0 .
Implicit write-off on L (Rs. lakhs) ~88.82 )
Implicit write-off on D (Rs. lakhs} =12.17 | Zone 3 {E)
Implicit write-off on L & D (Rs. lakhs) ~100.99 | Zone 2 (P)
Return over E (Rs. lakhs) -39.13 ' ‘
Return over P (Ra. lakhs) 217.87
Mill D
Implicit write-coff on L -7.2% | RL < 0
Implicit write-off on D -1.5%{ RD < Q
Return on E . 185.9% | RE > O
Return on P ' : 1501.2% | RP > O
Implicit write-off on L (Rs. lakhs) ~6.26 -
Implicit write-off on D (Ra. lakhs) -0.81 | Zone 2 (E)
Implicit write-off on L & D (Rs. lakhs) -7.07 | Zone 2 (P)
Return over E (Rs. lakhs) ) 65.06 | N
Return over P {Rs. lakhs) 95.06
Mill E ' ' .o
Implicit write-off on'L -11,0% | RL < 0
Implicit wrxte-off on D -6.1% | RD < 0
Return on E 18.2% | RE > 0
Return on P 451.4% | RP > O
Implicit write-off on L (Rs. lakhs) -22.09%).. -7 -
Implicit write-off on D (Rs, lakhs) . —=0.49 | Zone 2 (E)
Implicit write-off on L & D (Rs. lakhs)’ -22.57 | Zone 2 (P)
Return over E (Re. lakhs} 12.71 .
Return over P (Rs. lakhs) 67.71
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Returns Comments
Mill F
Implicit write-off on L NA
Implicit write-off on D 2.5% | RD > 0
Return on E -66.8% | RE < 0
Return on P NA
Implicit write-off on L (Re. lakhs) NA
Implicit write-off on D (Rs. lakhs) 6.63
Implicit write-off on L & D (Rs. lakhs) 6.63
Return over E (Rs. lakhs) -96.86
Return over P (Rs. lakhs) 48.14
Mill @
Implicit write-off on L 1.9% | RL > O
Implicit write-cff on D -6.7+ { RD < O
Return on E 34.8% | RE > 0
Return on P 91.2% | RP > O
Implicit write-off on L (Rs. lakhs) 11.45
Implicit write-off on D (Ra. lakhs) ~77.61 | Zone 1 (E)
Implicit write-off on L. & D (Re. lakhs) ~-66.16 | Zone 1 (P)
Return over E (Rs. lakhs) 194,73 | Scheme failed
Return over P (Rs. lakhs) 359.73 | due to over
optimistic
forecasts
Mill H
Implicit write-off on L NA
Implicit write-off on D 0.7% | RD > 0
Return on E -45.1% | RE < 0
Return on P 3.6% | RP > 0
Implicit write-off on L (Rs. lakhs) NA
Implicit write-off on D (Rs. lakhs) 1.58
Implicit write-off on L & D (Rs..lakhs) 1.58
Return over E (Rs. lakhs) -709.73
Return over P {Rs. lakhs) -225.73
Mill 1
Implicit write-off on L -7.9% | RL < O
Implicit write-off on D ~14.4% | RD < O
Return on E 79.8% | RE > O
Return on P 150.8% | RP > O
Implicit write~off on L (Rs. lakhs) ~36.91
Implicit write-off on D (Rs. lakhs) -66.64 | Zone 2 (E)
Implicit write-off on'L & D (R2. lakhe) =-103.55 | Zone 2 (P)
Return over E (Rs. lakhs) 84.59
Return over P (Rs. lakhs) 114.59
Mill J
Implicit write-off on L -5.6% | RL < O
Implicit write-off on D -14.4% | RD < O
Return on E ~38.8% | RE < O
Return on P -2.1% | RP < O
Implicit write-off on L (Rs. lakhs) ~-16.18
Implicit write-off on D (Rs. lakhs) -24.26 | Zone 3 (E)
Implicit write-off on L & D (Rs. lakhs) -40.45 { 2one 3 (P)
Return over E (Rs. lakhs) -62.11
Return over P (Rs. lakhs) -2.11
Mill K
Implicit write-off on L NA
Implicit write-off on D -8.4% | RD < O
Return on E -34.5% | RE <« O
Return on P $S2.2% | RP > O
Implicit write-off on L (Re. lakhs) NA
Implicit write-off on D (Rs. lakhsa) ~5%.33
Implicit write-off on L & D (Re. lakhs) ~59,33
Return over E (Re. lakhs) -308.13
Return over P (Rs. lakhs) 200.87
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Returns

Mill L
Implicit write-off on L -12.8%
Implicit write-off -on D -4.0%

Return on E 49.7%

Return on P 282.1%
Implicit write-off on L (Rs. lakhs) -51.83
Implicit write-off on D (Rs. lakhs) -39.78
Implicit write-off on L & D (Rs. lakhs) -91.62"

Return over E (Rs. lakhs) 125.95
Return over P (Rs. lakhs) 279.95
Mill M !

Implicit write-off on L - 3.2% | RL > 0 H
Implicit write-off on D -12.7% | RD < O

Return on E -4.1% | RE < O
Return on P 14.1% | RP > O
Implicit write-off on L (Rs. lakhs) 1.59
Implicit write-off on D (Rs. lakhs) -34.65 | Zone 4 (E)
Implicit write-off on L & D (Rs. lakhs) -33.06 | Zone 1 (P)
Return over E (Rs. lakhs) -5.15
Return over P (Rs. lakhs) 14.85
Mill N
Inplicit write-off on L NA
Implicit write-off on D -5.2%

Return on E -57.4%

"Return on P -53.5%
Implicit write-off on L (Rs. lakhs) NA
Implicit write-off.on D (Rs. lakhs) -64.44
Implicit write-off on L & D (Rs. lakha) -64.44
Return over E (Rs. lakhs) -1748.71
Return over P (Rs. lakhs) ~1492.71
ENGINEERING
Firm 1
Implicit write-off on L NA
Implicit write-off on D -24.4% | RD < 0
Return on E 396.8% | RE > O
Return on P . 760.0% | RP > O
Implicit write-off on L (Rs. lakhs) NA
Implicit write—-off on D (Rs. lakhs} -72.54
Implicit write-off on L & D (Rs. lakhs) =-72.54
Return over E (Rs. lakhs) 207.44
Return over P {(Rs. lakhs) 229.52
Firm 2 ‘

Implicit write-off on L NA
Implicit write-off on D -6.5% | RD < O
Return on E -64.4% (RE < O
Return eon P ‘ -41.0% | RP < O
Implicit write-off on L (Rs. lakhs) NA
Implicit write-off on D {Rs. lakhs) - =11.63

. Implicit write-off on L & D (Ra. lakhs) -11.62
Return over E (Re. lakhs) " =48.70
Return over P (Rs. lakhs) -18.70
Firm 3
Implicit write-off on L . NA
Implicit write-off on D 4.8 | RD > 0

u Return on E -30.0% | RE < O

Return on P : 179.0% | RP > O |
Implicit write-off on L (Rs. lakhs) NA | :
Impliclt write-off on D (Re. lakhs) 6.51
Implicit write-off on L. & D (Re. lakhs) 6.51
Return over E (Rs. lakhs) -15.21
Return over P (Ra. lakhs) 22.79
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Returns Comments
Firm 4 ) '
Implicit write-off on L NA
Implicit write-off on D 2.4% | RD > O
Return on E ' -62.9% | RE < 0
Return on P : 94.0% | RP > O
Implicit write—offfdn L (Rs. lakhs) NA
Implicit write-off on D (Rs. lakhs) 42.45
Implicit write-off on L & D (Re. lakha) 42.45
Return over E (Re. lakhs) -538.89
Return cver P (Rs. lakhs) 154.11
Firm 5 ’
Implicit write-off on L -31.0% | RL < 0O
Implicit write-off on D -18.68 | RD < 0
Return on E ’ 15.4% | RE > O
Return on P 276.0% | RP > O
Implicit write-coff on L (Rs. lakhs) -9.29
Inmplicit write-coff on D (Rs. lakhs) -17.85 | Zone 2 (E)
Implicit write-off on L & D (Rs. lakhs) -27.14 | Zone 2 (P}
Return over E (Rs. lakhs) 17.60 :
Return over P (Rs. lakhs) 96.60
Firm 6
Implicit write-off on L NA
Implicit write-off on D ~-5.6% | RD < O
Return on E - ~45.0% | RE < 0
Return on P 265.3% | RP > O
Implicit write-off on L (Rs. lakhs) NA
Implicit write-off on D (Re. lakhs) -24.61
Implicit write-off on L & D (Rs. lakhs) -24.61
Return over E (Rs. lakhs) -56.99
Return over P (Rs. lakhs) 50.67
Firm 7
Implicit write-off on L -12.4% | RL < 0 .
Implicit write-off on D -7.0% | RD < O
Return on E - -61.0% | RE < O
Return on P -37.7% | RP < 0
Implicit write-off on L (Rs. lakhs) -8.08
Implicit write-off on D (Ra. lakhs) -3.17 | Zone 3 (E)
Implicit write-off on L & D (Rs. lakhs) -11.25 | Zone 3 (P)
Return over E (Rs. lakhs) -35.90 .
Return over P (Rs.- lakhs) -13.87
Firm 8
Implicit write-off on L NA
Implicit write-off on D 0.9 | RD > 0
Return on E -43.1% | RE < O
Return on P 48.8% | RP > 0
Inplicit write-off-on L (Rs. lakhs) NA
Implicit write-off on D (Rs. lakhs) 2.08
Implicit write-off on L & D (Rs. lakhs) 2.05
Return over E {Re. lakhs) -74.39
Return over P (Rs. lakhs) 32.22
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B: A Supenor Appralsal Scheme )
It has been shown in Chapter 4 that many appraisals and sanctions concerning | rehablhtatmn
under section 18(4) of SICA were poorly conceived: even in the best case scenario, these -
would have resulted in the promoters- earning rents at the expense of financial institutions.

It was.also asserted that one can certamly improve upon any 18(4) rehabilitation scheme ‘where
i) the projected return on equity is far greater than the opportunity cost rate of return;

ii) the financial institution’s return on fresh loans is at less than opportunity cost; and

iif) . the gains in (i) can compensate the loss in (ii). ‘ C

In such cases, it is possible to construct an alternative restructuring scheme where

i) there are no write-off on new loans;

it) there is an explicit partial write-off on past debt;

iii)  the new loans and the non-written off portion of past debt are evaluated at market rates
of interest;

iv)  the explicit partial write-off on past debt under the scheme is less than the implicit
write-off conferred through interest rate subsidies; and

V) the firm continues to earn a surplus which, when discounted at the opportunity cost
of equity funds (risk free return plus risk premium) exactly equals the value of equity.

To prove this, an example is cited below. It relates to a textile mill in Ahmedabad.
Note that we are mot questioning the technical, marketing, commercial, and price/cost
assumptions that have been used to build the cash flows over the duration of the project.'$
The base project is the section 18(4) rehabilitation scheme prepared by a financial institution
and sanctioned by BIFR.

Explanation: Year 0 is the year in which the project was sanctioned by BIFR. Year

1 is the year to which all future flows are discounted. To err on the side of safety, the flows

at the end of the first post-sanction financial year are not discounted.!” Thus, in the example

shown here, given any flow in year ¢ as F, and a discount rate r; where i indexes the type of
fund (loan or equity), the Year 1 dlscountmg is:

2000 = 10 F

— L+ Fpye-

i=1991m1 (1 + 1)

All flows on loans and debts are discounted at 15%. The "surplus” flows are discount-
ed at 20%. Naturally, this exercise can be conducted for any set of discount rates. Of course,
the higher the discount rate(s), more of the past debt will have to be written-off.

16 These have to be routinely questioned. But, here, our focus is different. We wish to prove that, given any
set of technical, cost, sales, and price assumptions, it is often possible to construct a "better” restructuring
scheme: lower writé-offs on term debt can be supported by opportunity cost return on equlty funds.

17 Often schemes are sanctioned in the middle of a financial year. Thus, the first post-sanction flows are often
for periods less than a full year. By not discounting the flows of first post-sanctlon column, we err on the side
of safety
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The method is simple. First, use the discount rates to see how much implicit write-off
is being given on fresh loans (L), on past debts (D), and on both, Simultaneously, calculate
the gain on equity (discounted value of surplus versus value of equity) and promoter's
contribution (discounted value of surplus compared to the contribution), Second, evaluate
everything without any write-off. In this case, it generates a surplus stream whose present
discounted value is less than equity. Therefore, it is not incentive compatible, and the surplus
requires to be scaled upward to just cover equity. This will involve a certain write-off on past
debts, but none on fresh exposure. Third, compare the new write-off with the old one. If the
new write-off is less than the old, then the alternative scheme dominates the base proposal.
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Improving on BIFR’s rehabilitation schemes — an example
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Textile Mill A

Year 0 1 1990_] 1991 | 1992 | 1993 | 1994 | 1995 I 1996 | 1997 [ 1998 I 1999 | 1000
Old equity 0

" Outstanding debt written off 76
Promoters contribution 27
Total equity 103 .
Total outstanding debt (D) a54 169.39 31.00 50.00 + 50,00 50.00 50.00 31.00 31.00 31.00 30.00
Inierest on one componeniof D @ 6% 17.32 4.56 4.56 4.56 . 3.99 2.85 1.71 0.57
;n;egt;ﬂ on another component of D @ 116.35 26.10 26.10 25.28 22.38 19.45 16.55 13.64 10.72 7.82 491 2.00
Total interest on D 133.68
Modemizstion loan (L1) 167 77.60 19.00 19.00 19.00 19.00 19.00 18.00 18.00 18.00 1£.00
Rehabilitation loan (L2) 3 14.93 4.00 4.00 400 4.00 3.00 3.00 3.00 3.00 3.00
Special loan (L3) 35 16.00 6.00 6.00 6.00 6.00 6.00
Total new term loans (L) 233 102.53 '
Intereston L1 @ 11.5% -~—— 64.05 30T 1811 15.92 | 13.74 11.55 937 7.24. 5.17 3.10 1.03
Intereston L2 @ 11.5% 15.00 3.56 3.56 3.3 . 2.87 2.41 1.95 1.55 1.20 0.85 0.5§ 0.17
Interest on L3 @ 6% 9.82 2.10 2.10 2.10 2.10 2.10 2.10 2.00 1.63 1.28 092
Total interest on L 38.87 ‘
Surplus/deficit 170.20 47.00 * 3200 23.00 25.00 28.00 3.00 8.00 54.00 $6.00 58.00 58.00
Tota! of D and int on D 154 303.07 30.66 30.66 60.84 76.37 7231 68.26 64.21 41.72 38.82 35.91 32.00
Totsl of L and int en L 233 191.41 .56 24.86 46.54 43.99 41.25 38.60 41.02 37.44 34.66 31.89 20.12
Total of D and L & interest 587 494.48


















































































































